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PREFACE 
The subject matter of the present study is the role of public debt in 
India's economic development. A discussion of the present state of the debate 
on growth and development of the Indian economy is followed by a detailed 
examination of the contributions, possibilities and relative merits of the 
different sources of raising resources for financing the Government's share of 
economic development. The role of domestic borrowing and external assistance 
in promoting accelerated economic development have been pointed out. 
Government may incur debt to meet their immediate requirements. It has been 
argued that the borrowing does not confer an additional spending power on the 
government because it has various other fiscal devices which can be utilized for 
mobilizing the additional resources needed by the government. At a particular 
time, the resources of the country are more or less fixed so long as the 
resources to be mobilized are within the state boundaries, 
The differences in national concept of public debt in various countries 
on account of the diversity in types of organization, in government functions, 
and in budgetary and accounting methods renders the validity of any 
international comparison of public debt suspect. 
Public borrowing, which results in public debt, is now considered an 
important tool of fiscal policy. Public debt management includes the size and 
timing of public borrowing, sources of borrowed funds, place of borrowing 
(within the country or outside), duration for which the loan is taken, the rate of 
interest at which debt is incurred, method of repayment, conversion and 
funding of public debt, is of great significance in the management of a nation's 
economy. The size of public debt both domestic and international has become 
so large in recent years that its monetary impact has also become very 
significant. "Monetisation of public debf has become economic jargon. In fact 
public debt policy and monetary policy are expected to be complementary to or 
the supplementary of each other in the realization of the goal of stable 
economic development.. 
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Introduction 
On gaining independence India adopted planning for economic 
development of the nation. The budgetary policy plays a very vital role in the 
process of economic development in a mixed economy where public sector 
constitutes a major part of the whole economy. The Government needed 
enormous funds to start development project and to promote better standard of 
living of the people. Government has been directly participating in the 
production and supply of economic goods on the one hand and has been 
providing necessary infrastructure to the economy. There have been financial 
constraints on the government due to its greater involvement in the economy. 
The main thrust has been upon alleviation of unemployment and poverty in the 
country. 
There are three major items in Government receipts in the budget-tax 
receipts, non tax receipts and borrowing. Whenever there is excess of 
expenditure over receipts the government resorts to the policy of borrowing . 
Due to this fact the gross fiscal deficit GFD that reflects the gap between total 
revenue and total expenditure of the Government has increased steadily, 
standing at 9 percent of GDP in 1986-87. However, since 1991 the fiscal 
deficit has been declining continuously and it accounted for 4.1 percent of the 
GDP in 1996-97. The fiscal deficit that is the broadest indicator of fiscal 
discipline has been closely monitored by I.M.F and World Bank agencies for 
several years. In 2001-02, the fiscal deficit again increased and reached a 
figure of 6.2 percent of GDP. But after the enactment of FRBM Act in 2003 
the fiscal deficit continuously declined and was 3.2 percent of GDP in 2007-08 
(B.E). The Government of India remained very much dependent on loans-
internal and external for financing of the development programmes in the 
nation, especially since 1970. The total public debt of the central government 
stood at Rs. 4979 crore in 1960-61 comprising internal debt and external debt 
of Rs. 3,978 crore and Rs. 1,001 crore respectively. This amount increased to 
Rs. 16,931 crore including Rs. 11,107 crore as internal debt and Rs. 5824 crore 
of external debt in 1973-74, which reached Rs 314,558 crore in 1990-91 
comprising internal debt and external debt of Rs 283,033 crore and Rs 31,525 
crore respectively. The amount subsequently increased to " C Rs. 11,13,921 
crore, internal debt at Rs 10,47,976 crore and external debt at Rs 65,945 crore 
in 2001-01. which further increased to Rs 19,68,062 crore with internal debt at 
Rs 18.91.346 crore and external debt at Rs 76,716 crore in 2006-07 (BE) . 
Unproductive expenditure, tax distortions and high deficits are considered to 
have constrained the economy from realizing its full growth potential. The 
medium term fiscal policy stance of Government, therefore, has been to reduce 
deficits; prioritise expenditure and ensure that these result in intended 
outcomes; and augment resources by widening the tax base and improving the 
compliance while maintaining moderate rates. At the beginning of the fiscal 
reforms in 1991, the fiscal imbalance was idenfified as the root cause of the 
twin problems of inflation and the difficuU balance of payment position. The 
fiscal consolidation, which followed in response, in the absence of a defined 
mandate, however, failed to sustain it self For medium- term management of 
the fiscal deficit, and to provide support to a strong institutional mechanism, 
the Fiscal Responsibility and Budget Management Act (FRBMA) was enacted 
on August 26, 2003 and the Act and the rules were notified to come into effect 
from July 5, 2004. FRBMA is an important institutional expression to ensure 
fiscal prudence and support for macroeconomic balance. With the enactment of 
the FRBMA, the traditional annual budgeting moved to a more meaningftil 
medium- term fiscal planning frame work. According to the FRBMA Rules, 
revenue deficit is to be reduced by an amount equivalent to half percent or 
more of the estimated GDP at the end of each financial year and eliminated by 
March 31, 2009, fiscal deficit is to be reduced by an amount equivalent to 0.3 
percent or more of the estimated GDP at the end of each financial year, and 
reduced to no more than three percent of the estimated GDP by the financial 
year ending on March 31,2009. 
Review of Literature 
There is a growing awareness today in India of the urgent need to 
contain public debt at sustainable levels. Continuous government borrowings 
to cover fiscal imbalances results in ever rising public debt, the servicing of 
which is done from public revenues in future. With accumulation of public debt 
is the concern of whether the government will be able to service the debt. Once 
the financial markets realize this, lending to the government will cease, or at 
least be adversely affected. 
Thus sustainability of public debt concerns the way in which budgetary 
viability may get eroded over time due to financing of government expenditure 
through borrowing. Fiscal deficit represents the scale of such financing and 
accumulation of public debt over the year. 
While examining the sustainability issue, three things need to be 
considered 
(a) The first relates to the burden of public debt. 
(b) The second is whether the continuing fiscal deficit leads to an explosion of 
the debt GDP ratio. 
(c) The third examines the deleterious impact of debt financing on the 
economic system. 
Starting with the work of Bhattacharya and Guha (1990), their joint 
study aims to analyse growth and composition of internal debt of the 
government of India (GOI) during the period 1970-71 to 1987-88. It is part of a 
larger study by the first author on various aspects of public debt of both GOI 
and state government. Internal liabilities accounted for about 90% of aggregate 
gross internal and external liabilities of central and state governments at the 
end of march 1989. Out of this the share of the centre (including centre's 
borrowings for loans and advances to states) is 90%. These internal liabilities 
of GOI account for more than 80% of all government liabilities. Internal debt 
of the centre is also rising faster. 
Dasgupta (1996) discusses the transfer problem which besieged 
the debtor developing world following the outbreak of the debt crisis in 
the early 1980s. The upsurge of the debt crisis in 1980s posed a 
potential threat to the international commercial bank because of their 
large developing country exposures. Several debt management 
strategies were evolved in dealing with the debt servicing problem of 
the developing world. The main objectives was to ensure an immediate 
aversion of default risks. The net financial transfer problem exists or 
arises where debtors pay more interest on external debt than they 
receive in new loans. Instead of facilitating return to voluntary credit 
flows to the developing countries these net financial transfer of 
resources from the debtor developing countries created bottleneck for 
development there in 1980 (Sen 1996). The situation in the 1990s has 
become for more complex than before. 
Simultaneously, a large number of low income developing 
countries, mostly located in sub-Saharan Africa, are still languishing 
under severe debt servicing problems. We define net financial transfer 
(NFT) as net new credit flows minus interest payments. The flows of 
capital should occur from the surplus developed countries to the deficit 
developing countries. However, the debt crisis of the 1980s reversed 
this direction of the international capital flows in the preceding decade. 
The financial transfer of resources from developing countries did have 
its adverse impact on their GDP growth rate. The 'sustainable' debt 
process along with negative net transfer of financial resources entails an 
anti-growth bias for the debtor countries. It can be shown in terms of the 
various policy instruments that standard adjustment package which the 
IMF/world bank imposes upon the debt ridden countries, ensures 
financial flows from the latter to the creditors. 
The article of Singh (1999) explores the relationship between 
domestic debt and economic growth in India. In India, domestic debt 
has been incurred with the main objective of enhancing planned 
investment for economic development. The rising trend in securing 
financial resources through public borrowing has especially been steep 
since the early 1980s. 
The impact of domestic debt on economic growth can be analysed 
in the context of two contrasting views - Traditional and Ricardian. 
In the traditional view, an increase in government debt is a burden 
on the economy. In the short run, in view of the increase in government 
debt, the consumer would consider himself to be wealthier and therefore 
would resort to higher spending. As the marginal propensity to 
consume is higher than the marginal propensity to save, the increase in 
private savings falls short of the government dissaving. The real interest 
rate would rise in the economy encouraging capital inflow from abroad. 
In the long run, the higher interest rate would discourage investment and 
thus crowd out private investment. The inflow from abroad would result 
in greater foreign debt. The higher aggregate demand results in a higher 
price level which adjusts over time and the economy returns to natural 
rate of output. Therefore, the overall impact when considering the long 
run period would be smaller total output and eventually lower 
consumption and reduced economic welfare. This is also referred to as 
the burden of public debt, as each generation burden the next, by 
leaving behind a smaller aggregate stock of capital. [Meltzer 1951; 
Modigliani 1961; Ferguson 1964; Patinkin 1965] 
In Ricardian view, government debt is considered equivalent to 
future taxes (Barro 1974). Considering that consumers are rational and 
forward-looking, the discounted sum of future taxes is equivalent to the 
current deficit. Thus the shift between taxes and deficits does not 
generate aggregate wealth effect. The increase in government debt does 
not affect consumption. The rational consumer facing current deficits, 
saves for future rise in taxes and therefore total savings in the economy 
are not affected. A decrease in government dissaving is matched by 
increase in private savings. In view of unchanged total savings, 
investment and interest rate are also unaffected and so also the national 
income. 
In economic literature, two views on the relationship between 
domestic debt and growth are prevalent. The first view considers debt to 
be a burden on future generation in the long run. The other view 
popularly called the Ricardian equivalence hypothesis, considers the 
effect of debt to be neutral on the economy. 
The paper of Dhar (1999) seeks to understand the effect of the 
financial system, based on fictitious capital, on the operation of real 
capital. At a broader level, the paper explores the extent to which real 
capital has become subordinate to international financial markets, and 
whether or not states have any room to influence their economies. This 
is an extremely important dimension, particularly at the present 
juncture, where push towards globalisation seems to have put in serious 
doubt the ability of the states to play a meaningful role in policy 
making. 
According to Harris, the issues of the relationship between the 
real economy and the global financial system have to be explored 
through the transmission mechanism that links the two worlds. This the 
author has tried to analyse by looking at the globalization of the equity 
markets and its effect on national real investment. Evidence is provided 
which indicates that low proportions of real investments were financed 
by new equity issues. 
On the other hand, available evidence also supports the view that 
investment is systematically related to the variables representing firm's 
internal funds or current cash flows. 
Shankar (2000) explained that the state government has failed to 
raise revenue to match the growing needs of the state. Uttar Pradesh is 
not only a poor performer in resource mobilisation, but is utilising the 
resources in a highly inefficient manner. In the early 1980s, revenue 
expenditure used to be 66 percent of total expenditure while one-third 
used to be capital expenditure. The state heavily depends on borrowing 
which has led to higher debt servicing charges. During the last 30 years 
interest payment has shot up by nearly 115 times. Borrowings were 
estimated at Rs. 14,044 crore in budget 1999-2000 but in the revised 
estimates, it was estimated at Rs. 18,218 crore, i.e., it increased by 30 
percent. 
The indebtedness of the state is increasing fast. In the early 1980s 
the same used to be round Rs 4,000 crore. It rose to about Rs 18,000 
crore in 1990-91. For the year 1999-2000, it was estimated at Rs 67,955 
crore and is estimated at Rs 77,821 crore for the year 2000-01. 
Indebtedness is now rising by about Rs 10,000 crore annually where as 
state's own tax and non-tax revenue is increasing by barely Rs 2,000 
crore annually. 
Interest payment is the largest component of revenue expenditure 
which now accounts for almost one quarter of all revenue expenditure. 
Expenditure on administrative services rose from Rs 3399 crore in 
1999-2000 to Rs 4,282 crore in 2000-01. Pension payment likewise is 
estimated to increase from Rs 1,768 crore to Rs 2,126 crore. Thus 90 
percent of the increase in revenue receipts is to be diverted to non-
developmental heads leaving little for developmental heads. Infact there 
is an absolute reduction in the revenue expenditure on education and 
sports from Rs 6,169 crore to Rs 5,627 crore in 2000-01. Likewise there 
is an absolute decline in expenditure on industries, water supply, 
sanitation and urban development. Provision for rural employment 
through various schemes like Jawahar Rozgar yojana forms only one 
percent of the revenue budget. 
Thus, debts are incurred not to meet the capital investment needs 
of the economy but largely to repay past debts. The state is indeed in a 
debt trap. 
A study was undertaken by Labonte and Makinen (2002) about 
the burden of public debt, the nature of that burden, and who bears that 
burden. The United States has been free of a national debt for only two 
years, 1834 and 1835. The United States began its existence as a 
country in 1790 with a debt of $ 75 million, which has risen to $ 3.3 
trillion in 2001. It rose to a high of 108.6 percent of gross domestic 
product (GDP) at the end of World War II. It declined to a post-World 
War II low of 23.8 percent of GDP in 1974; and then rose to another 
high of 49.5 percent of GDP in 1993. The major cause of debt 
accumulation has been war. The United States has financed the 
extraordinary expenditures associated with war by borrowing rather 
than by raising taxes or printing money. This pattern was broken by the 
large budget deficits of the 1980s and 1990s which caused the national 
debt to rise substantially as a fraction of GDP during peace time. 
The source of the burden associated with a national debt is the 
government budget deficit that gives rise to the debt. In a fully 
employed economy, the deficit "crowds out" private sector spending, 
especially spending on capital goods. Thus, a smaller private capital 
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stock and a lower level of output are passed on to future generations and 
it is this lower level of output that is the ultimate burden of the national 
debt. And, it is a burden that is largely shifted forward to future 
generations. Thus, according to the consensus view, the burden of a 
national debt is borne by future generation. 
When the national debt is retired through budget surpluses, the 
effect on the economy is the reverse of debt increases. Future 
generations acquire a large capital stock (on a larger American owned 
capital stock) and a higher level of output (or increased material well-
being). 
Karnik (2002) in an article describes that the state's gross fiscal 
deficit has deteriorated significantly. It is absolutely necessary, 
therefore, for the centre to be seen to be fiscally prudent, which will be 
signal to the states of the centre's seriousness in regard to fiscal 
management. 
Fiscal prudence remains a positive quality whether the economy 
is doing well or badly. However, pressure to abandon such prudence 
and embrace fiscal profligacy become dangerously seductive during a 
slow down. 
Fiscal policy can play a significant role in the revival of the 
economy. The problem is to be posed in the context of deteriorating 
fiscal balances at the level of the centre and state government. The 
Gross Fiscal deficit (GFD) of the centre as a proportion of GDP at 
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market prices has come down to 5.35 percent from 7.85 percent in 
1990-91. Simultaneously, the GFD of the States has worsened and at the 
moment the combined deficit of the centre and state is as high is as 9.44 
percent (as compared to 9.42 percent in 1990-91). Thus the combined 
deficit is slightly worse 10 years after reform began. This obviously 
means that fiscal profligacy in the state has been rampant; The ratio of 
state's GFD has worsened from 3.30 percent to 4.68 percent. 
In the paper of Chakraborty (2002) entitled 'Fiscal deficit and 
Rate of Interest' the author discusses about the link between fiscal 
deficit and interest rate in India for the post-financial Liberalisation 
period. 
Interest rate deregulation is aimed at developing an efficient and 
competitive financial system to achieve allocative efficiency of 
available resources. One of the main objectives of improving allocative 
efficiency was to reduce the excessive dependence of government on 
captive investors to finance the fiscal deficit. 
In a deregulated financial system, the supply of and demand for 
funds determine the rate of interest. An increasing demand for funds by 
the government to finance its increasing fiscal deficit may create a 
shortage of loanable funds in the financial system, which in turn may 
create an upward pressure on interest rate and thus can lead to a decline 
in the interest- sensitive components of private spending such as 
investment. 
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An extensive debate has developed to explain the link between 
deficit and interest rate. There are three different theoretical paradigms, 
viz. neoclassical, keynesian and Ricardian under which this relationship 
can be viewed. 
According to neoclassical view, rise in deficit leads to an increase in the 
rate of interest and in turn crowds out private investment, whereas the 
Keynesians visualise that although increase in the deficit leads to an increase in 
the rate of interest, such an increase stimulates savings and capital formation. 
Ricardian theorem argued that deficit merely postpone taxes and 
therefore tax-financing and debt financing of deficit have equal impact 
on the economy and thus deficit does not have any impact on interest 
rate. [Barro-1974] 
This impact of fiscal deficit on rate of interest depends not only 
on the levels of deficit but also on the financing pattern of deficit. 
Government can finance deficits by seigniorage and through the 
creation of debt, both internal and external. Excessive use of any mode 
of financing deficit results in the macroeconomic imbalances, viz. 
Seigniorage financing leads to inflationary pressure in the economy, 
domestic debt financing leads to a credit squeeze through higher interest 
rates or, when interest rates are fixed through credit allocation, there is 
even more stringent financial repression and the crowding out of private 
investment and consumption. Excessive financing of deficit through 
external debt may lead to current account deficit and appreciation of the 
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real exchange rate leading to a balance of payment crisis (if foreign 
reserve are run down) or an external debt crisis (if debt is too high) 
[Easterly and Klaus Schmidt- Hebbel, 1994]. 
The paper, presented in IMF Staff Seminar India in October 2002 
by Khatri and Kochhar discusses the lead up to the current fiscal 
situation in India, compares India's key fiscal indicators with those of 
other emerging markets, and draws lessons for India from the successful 
fiscal adjustments of other countries. India's deficit and debt are high by 
international standards and are broadly accepted to be unsustainable. 
Revenue to GDP in India is significantly lower than that of other 
emerging markets (while expenditure is comparable), suggesting much 
scope to pursue improvement in revenue collection. Factors such as the 
size and composition of the adjustment, and a high initial debt level are 
associated with these successful fiscal adjustments. 
In an article of Rangarajan, Srivastava (2003) entitled "Dynamics of 
Debt Accumulation in India, Impact of Primary Deficit, Growth and interest 
rate," discusses the analysis of accumulation of the debt. Two factors are 
identified as contributing to the debt-GDP ratio. One is the cumulated primary 
deficit and the other, the cumulated effect of the difference between growth rate 
and interest rate. This paper looks at the relative contribution of cumulated 
primary deficits and the cumulated effect of the excess of growth rate over 
interest rate on the accumulation of outstanding liabilities of the central 
government in India over the period 1951-52 to 2001-02. 
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In this discussion interest rate refers to the effective interest rate of the 
central government, calculated as the ratio of interest payments in a year to the 
outstanding liabilities at the beginning of the year. This paper particularly 
highlights the implication of the sign reversal in the difference between real 
growth and interest rates, evidenced during the past three years. Throughout the 
stretch of 45 years from 1955-56 to 1999-2000, the real growth rate was in 
excess of the real interest rate. Since 2000-01, for three consecutive years, the 
real growth rate has been less than the real interest rate. During the nineties, 
even when the GDP growth rate remained in excess of the interest rate, the gap 
between the two has been narrowing. If the days of large positive differences 
between growth and interest rates are all but over, there are serious 
implications for strategies aimed at containing the growth of debt relative to 
GDP. We are entering into an era where corrections in the primary balance 
profile of the central government have became imperative. 
The article of Mohan, Dholakia, Karan (2005) entitled "Is India's central 
debt sustainable, revisiting an old debate". Their joint study aims to analyse the 
proposition that India's debt problem is unsustainable in light of the recently 
changed out look for growth and interest rates. Using a decomposition model, it 
separates out the effects on the fiscal deficit of growth and government 
behaviour in the past. If recent government behaviour were to continue, the 
economy would need to grow at 6.1 percent in the coming years for the 
centre's debt to be sustainable, a growth rate that seems eminently achievable. 
If a real growth rate of 6.2 percent is posited in the coming years, only a 
15 
modest degree of fiscal adjustment would be required, or none at all, to reach a 
tolerable level of the debt to GDP ratio by 2009-10. 
In an article of Ratha (2002) entitled "Did BIS Regulations Shorten Debt 
Maturity in Developing Countries" discusses that the Bank for International 
Settlement's 1998 Capital Accord recommends a smaller risk weight for short-
term exposures to developing countries than for exposures with more than one 
year maturity. This paper shows that such differential treatment of risk may 
have been one of the factors behind the rapid growth of short-term banking 
debt to developing countries in the 1990s, believed to be one of the major 
causes of the financial crises in Asia, Russia and Brazil. 
This paper was presented by Dutt (1999) entitled "India's External debt, 
Need for cautions Approach" discusses that the finance ministry has released in 
June 1999 a status report on India's external debt. It has been mentioned that 
India's stock of external debt, at US $ 95.72 billion at end-December 1988 
reflects "considerable improvement" in the external indebtedness position of 
the country, with the short-term debt component declining from 7.2 percent at 
end-March 1997 to 3.8 percent at end-December 1998. 
The status report has highlighted the trend of key debt indicators given 
below: 
1) Debt service as proportion of current receipts, which reached a peak of 
35.3 percent in 1990-91, came down steadily to 19.8 percent in 1997-
1998. 
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2) Debt-GDP (Gross Domestic Product) Ratio, Another key indicator of 
debt burden, measuring the size of the debt in relation to domestic 
output - also indicated improvement from the peak of 37.7 percent in 
1991-92 to 23.8 percent in 1997-98. This indicates better debt 
management by India. 
3) India's short-term debt (with an original maturity of upto one year) was 
at a high level of US$ 8.54 billion at end-March 1991 - 10.2 percent of 
the total debt. The short-term debt declined to $ 5.05 billion at end of 
March 1998 and has further declined to $ 3.63 billion at end-December 
1998 - 3.8 percent of the total debt. Quoting the World Bank's Global 
Development Finance Report 1999, the status report took credit for the 
fact that the share of the short-term debt to total debt at 5.3 percent for 
India, is among the lowest, next only to the Russian Federation at 4.9 
percent at the end of 1997. 
4) Analysing the different component of debt stock, at end-December 
1998, multilateral debt was US $ 30.15 billion accounting for 31.9 
percent of the total external debt. 
The share of bilateral debt (excluding rupee debt) in total external debt 
declined from 20.5 percent at end-March 1998 to 18.5 percent at end-
December 1998. The share of total official debt, which includes multilateral, 
bilateral, IMF, and rupee debt reached a peak of 63.5 percent at the end of 
March 1994, and thereafter, declined to 55.8 percent at end December 1998. 
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This implies that the share of private creditors in the total external debt has 
begun to gradually rise after March 1994. 
Another important development is the decline in the proportion of 
concessional debt from 45 percent in 1994-95 to 39.3 percent at end-December 
1998. This implies that the share of non-concessional debt has begun to 
increase after March 1994. This will result in higher interest burden in fiiture. 
The status report mentions that the improvement in India's external 
indebtedness in recent years was not by "default but by design". This has been 
made possible through a conscious debt management policy that emphasises 
sustaining a high growth rate of exports, keeping the maturity structure as well 
as the total amount of commercial debt under manageable limits, prioritising 
the use of commercial credit and encouraging foreign investment. 
Tanzi and Blejer in their article jointly describe that survey has been 
attempted to see the public debt situation of a group of developing countries 
referred to as the fifteen Baker countries, ft has shown that in recent years there 
has been, first a sharp increase in foreign borrowing accompanied by an 
equally sharp accumulation of foreign debt, followed by a sharp deceleration in 
net foreign borrowing as foreign credit became very expensive and much less 
readily available. The switch has reversed the net flow of resources, forcing the 
developing countries to run very large trade surpluses. This situation has 
necessitated drastic changes in economic policy. Some of these changes have 
inevitably had a significant impact on the performance of these economies. In 
recent years there has been an ongoing debate over whether the imbalances of 
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the developing countries should be financed or whether these countries would 
have to adjust. We are now well beyond that debate; the countries have been 
adjusting, and on a large scale. Infact, some would say on too large a scale. It is 
hoped that more financing will be once again available to those countries 
willing to pursue policies consistent with growth. 
Ghughe's (1970) study attempts to calculate the inflationary impact of 
the internal debt of the Union and State Governments in India and point out its 
allocation and redistribution effects during the period 1956 to 1966. The 
analysis distinguishes three effects of internal public debt-
(a) Primary liquidity effect 
(b) Monetisation liquidity effect 
(c) Income effect. 
The Primary Liquidity effect is generated when money supply with the 
public expands as a result of government borrowing and spending on the basis 
of fresh Treasury bills and securities from the Resave Bank and commercial 
banks, which in order to purchase them, may borrow from the Reserve Bank in 
case of the exhaustion of their cash reserves. 
The monetisation liquidity effect is generated when money supply 
increases consequent upon the monetisation of bonds by the private persons 
including companies, under certain conditions, such as rising prices which 
render bonds bearing fixed rates of interest, unattractive and make other 
avenues of investment, whose yield vary with prices, more attractive. 
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The income effect of public debt is generated by the interest charges 
borne by privately held negotiable public debt only, as the interest payment 
received annually by the private bond holders are likely to be spent for 
consumption and speculative purposes. Whereas interest charges borne by 
public debt, held by government institutions, being formal, do not generate 
income effects. The interest charges of non- negotiable public debt too do not 
engender income effect. The interest charges of small savings and deposits, etc, 
investment in bonds are added to the principal amount and are not paid out 
annually and therefore are not available for financing consumption 
expenditures until the completion of the maturity periods or withdrawals of 
principal amounts. The interest charges payable on provident funds investment 
in bonds may not augment institutional propensity to consume but may 
encourage sound investment, since these institutions have to provide for the 
payment of accumulated provident funds of their employees and the interest 
there of 
All these effects which amount to expansion in money supply, will bring 
about inflationary rise in price. The effects of inflation are increase in the living 
cost of the working class, increase in the profits of industrialists and traders and 
big farmers, and the resultant increase in the consumption of luxury goods. 
Among the allocative effects, mention is made of the lowering of savings by 
the working class and diversion of savings by the well- to-do classes to 
investments in the form of gold and real estate. This study also mentions effects 
on balance of payments and economic growth. 
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Saiyed's (2007) study concerns with government fiscal operations and 
debt management in the Indian context. This study covers tliree decades from 
1970 to 2005. It concludes by making following observations -
1. National debt has strong positive impact on Reserve Bank of India (RBI) 
debt holding operations. 
2. Domestic debt and deficit have moved together and are congruent. 
3. The RBI credit to government is statistically, strongly, and positively 
influenced by deficit. 
4. Fiscal policy has strong influence on the behaviors of the RBI 
particularly in its debt holding operations. 
5. Fiscal and monetary policies are intertwined in Indian context. 
This study also includes policy recommendations for macro economic 
stabilisation. 
1. It would be most desirable if large parts of debt are being held by 
commercial banks or non-banking public. This requires deregulation of 
interest rates offered on claims issued by Government. High return on 
these claims would make them more attractive to holders and it would 
reduce the RBI obligations to hold them. 
2. In fact the RBI has lost its autonomy in monetary management and it has 
to dance to the tune set by the fiscal authority, ie, Government. Hence 
they recommend that all attempts should be made to reduce deficit by 
controlling government expenditure particularly on subsidies of all 
types. Efforts should be made to raise tax revenue by widening the basis 
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of taxation, preventing avoidance and large scale tax evasion. This 
would necessitate training of personnel and reforms in tax laws and 
administration. 
3. In recent years government has shifted its emphasis from debt 
management to fiscal operations. Government has resorted to tax rate 
reduction and widening tax base, and effort is directed to tax 
compliance. On expenditure side government has tried to reduce non-
plan expenditure by curtailing subsidies and reducing repayment of 
interest through economising debt raising activities. Actually more 
efforts are needed on fiscal front and many activities are out of tax net. 
Agricultural sector is totally outside the purview of tax net and the 
burden of subsidies is very high. 
4. Unless we move to perfect market mechanism with free choices and 
pricing policies, growth objectives and stability would remain a far cry. 
5. Liberalisation and globalisation of early 1990s have now been accepted 
in India. The task of RBI is going to be much more difficult while 
designing and conducting appropriate monetary policy for achieving 
macro economic goals. So they recommend that there is an urgent need 
in India under changing economic scenario to review the role of 
monetary authority. The RBI would be required to play a key role in 
sterilising influence of external capital inflow so as to minimise 
undesirable changes in the foreign exchange rate which is a key factor 
governing international economic relations. They suggest that RBI 
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should be liberated from the unwanted regulations and obligations 
imposed on its behaviour to serve the need of government for monetary 
resources. This would call for amending the RBI A&t and other related 
provisions. But it is a must in the present context, 
6. For sustained economic growth, the debt and fiscal management should 
be given top priority and monetary authority must adjust its tools to 
counter act the side effects of fiscal changes that have been effected. In a 
nutshell fiscal and monetary management efforts should be well 
coordinated to macro fundamentals, because every fiscal action has 
monetary implication. Thus, both fiscal and monetary policies must be 
intertwined. They are optimistic on growth front and hope that efficient 
fiscal, monetary and debt management would be able to hit the target. 
Burman (1978) takes India as a case study and subjects it to a critical 
examination in the light of recent thinking and research on public debt policy 
and management. Burman enunciates a series of rules appropriate to the 
requirements of debt management under Indian conditions. She points out that 
Government securities have not been competitive; rising prices have 
discounted the value of the money rate of interest, investments in real assets are 
much more attractive in times of spreading inflation. She assesses the relative 
technique of debt management in India should be more effective than it has 
been in the past and that main problem in developing economies is that of 
extracting 'more saving out of low saving'. 
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Pathak's (1978) study is an attempt to examine the role played by the 
central monetary authority- The Reserve Bank of India (RBI) in facilitating the 
government debt management operations. It also examines the impact of 
government expenditure, revenue and budgetary deficits on central bank's debt 
holding operations. It further endeavours to evaluate the fiscal and monetary 
role of the Reserve Bank's open market operations policy. The main findings 
of the study are that monetary and fiscal policies are inextricably intertwined m 
India. 
The ChakravartyCommittee (1989) appointed by the Reserve Bank of 
India (RBI) pointed out in its Report the defects in the existing official measure 
of budgetary deficit and the need to include the entire net Reserve Bank of 
India (RBI) credit to the government. This Report has stressed on the need for 
managing public debt for regulating money supply and reducing budgetary 
deficit of the Government to provide stability to the Indian monetary sector. 
Hasib's (1979) work discusses the role of the Reserve Bank of India in 
the management of public debt and explains the open market operations of the 
banks. The study is divided into the following four parts; (i) Need for 
government borrowing (ii) Structure of market for public debt, (iii) 
Management of public debt by the Reserve Bank of India, (RBI) and (iv) Open 
market operations of RBI. It is pointed out that any discussion on public debt 
management must not lose the perspective that it is indispensable in an 
economy where government has assumed heavy responsibilities for the 
economic development of the country. In this perspective, public debt is 
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incurred in order to transfer part of the resources of the rest of the economy to 
the public sector and the objective of pubHc debt management is to ensure that 
it is done with the maximum possible efficiency in the allocation of resources 
to various sectors of the economy. 
Bhattacharya (1992) has examined effects of these policy changes on the 
Indian economy. The focus is on fiscal crisis, debt burden and stabilization 
programme. Other policy measures are analyzed only in the context of their 
effects on government revenue and expenditure and inflation. The analyses are 
simple and no technical knowledge other than elementary economics is 
assumed. Econometric results are presented in simple language. 
Rangrajan and Arif s (1990) study focuses on the interaction between 
monetary, fiscal and real sector in a close economic framework. Their study 
highlights that Government expenditure adjusts more rapidly than receipts to a 
given change in price level. As a result inflation tends to widen the fiscal 
deficit leading to larger public debt and larger money supply. 
Scope and Objectives 
The objective of the present study is to analyse the role of public debt of 
India (internal and external) in India's economic development. In a developing 
economy like India public debt is a very important source of mobilizing the 
savings of the people for the purpose of financing the government's share of 
economic development. Internal debt produces a number of economic effects 
due to transfer of funds from the public to the government. It is said that 
internal debt does not create a real burden on the society due to mere transfer of 
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funds from the private pocket to the government pocket and reverse at the time 
of repayment. Thus the real wealth of the nation remains within the country. 
On the other hand with respect to external debt, the real burden is on the 
society due to transfer of funds from one country to another country. It means 
that external debt has to be repaid as a principal amount with the interest 
payment so it causes burden on the existing and future generation. However in 
recent years the government has borrowed more internally as compared to 
externally. The internal debt stood Rs. 1,891,346 crore in 2006-07 (B.E) 
whereas external debt stood Rs 76716 crore in 2006-07 (B.E). Consequently 
interest payments on internal debt have grown enormously. However so long as 
growth in GDP is more than growth in public debt ( and interest payment) it is 
not a worrisome factor for the government. But interest payments on external 
debt constituted the largest single item of revenue expenditure of the central 
government. 
The present work contains seven chapters. In chapter one, the main 
aspect of economics of government borrowing have been highlighted as the 
introduction of the thesis. It also deals with the Review of Literature which is a 
study of the works of different economists on different aspects of public debts. 
For this purpose the help of literature from authentic sources including the 
works of eminent economists has been sought. 
Chapter two deals with the historical background of public debt. The 
viewpoints of different schools of thought on the burden of public debt have 
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been studied. The discussion was on the history of ideas, clash of ideas and 
finally a tentative movement towards a synthesis of conflicting views. 
Chapter three explains the different internal and external sources 
through which government borrows funds. It also discusses why the need for 
public debt arises and how increasing public debt creates burden on the society. 
It also analyses the compound growth rate of public debt. 
Chapter Four discusses the growth and composition of internal 
public debt. This study has been made since 1990. But we have taken the data 
of 1950's to 1980's for the sake of comparison. The growth of internal debt and 
the market loans, Treasury bills, special bearer bonds, Gold bond, securities 
issued to international financial institutions etc. have been focused to 
understand the realities of the government borrowing internally. 
Chapter Five discusses the growth and composition of external debt in 
India. It also analyses government borrowing externally for development plans, 
and the interest obligations of government on external loans. 
Chapter Six discusses the role of public debt in development finance. It 
discusses how borrowing has been useful in mobilising resources for 
development plans, and shows how much government spends on asset creation. 
Subsequent discussion is a profile of interest payments in India. In this chapter 
we calculate Public debt as percentage of GDP, interest as percentage of GDP, 
interest as percentage of revenue receipts, interest as percentage of revenue 
expenditure and lastly ratio of developmental expenditure to non-
developmental expenditure. 
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Chapter Seven contains summary and conclusion of this study. 
Methodology and Data Base 
Generally Secondary data has been used for this study. Indian Public 
Finance Statistics constitute the main source of information. Other sources 
were the Annual Union Budget, Report on Currency and Finance of RBI, 
Economic Survey of Government of India, Union Finance Accounts, Hand 
book of Indian Statistics, India Budget Papers, CMIE and the work of various 
experts of public finance in India's context. 
Period covered by the study 
This study covers the period from 1990-91 to the latest data available to 
us. Though the total public debt should include the debt of the centre, state and 
local government, this study covers the public debt of central government 
(internal and external) only. Debt of the states and Local authorities are not 
included in this study. The debt of the centre is itself a wide concept. However, 
to understand trends and the fiscal policy stance of government, data with 
respect to an earlier period has been referred to as and when needed. 
Hypothesis of the Study 
The growing public debt in India and huge interest payments being 
made as a consequence, is causing a heavy burden on the economy. As a result 
lesser amount of funds are available for financing development programmes 
which are so essential in a developing country like India. 
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Limitations of the Study 
An empirical study could not be undertaken on account of lack of 
familiarity with quantitative techniques. Besides this the issue of sustainability 
of public debt could not be undertaken for the same reason. 
29 
REFERENCES 
1. Bhattacharya B.B and Srabani Guha: (1990), Internal Public debt of 
Government of India; Growth and Composition, economic and political 
weekly, April 14, pp. 780-788. 
2. Dasgupta, Byasdeb (1996): Debt Sustainability and net Outward Financial 
Transfer; Deterrent to Growth in a Debtor Economy, economic and 
political weekly, March 30, pp. 844-846 
3. Singh Charan (1999): Domestic Debt and Economic Growth in India, 
economic and political weekly, June 5, pp. 1445-1452. 
4. Dhar, Biswajit (1999): Taming the Financial Beast' economic and 
political weekly, November 20, pp. 3288-3289. 
5. Shankar, Kripa (2000): Uttar Pradesh in a debt Trap, economic and 
political weekly, July 22 pp. 2618-2620. 
6. Labonate Marc and Gail E. Makinen,(2002): The National debt: who bears 
its Burden, CRS report for Congress, January 31. 
7. Kamik Ajit (2002): Fiscal Policy and Growth economic and political 
weekly, March 2, pp. 829-831. 
8. Chakraborty Lekha S (2002): Fiscal Deficit and Rate of Interest; an 
Econometric Analysis of the Deregulated Financial Regime, economic and 
political weekly, May 11,. pp. 1831-1836. 
9. Khatri Yougesh and Kalpana Kochhar (2002): India's Fiscal Situation in 
International Perspective', IMF Staff seminar India, October. 
10. Rangarajan C. & D.K Srivastava 2003. Dynamics of Debt Accumulation 
in India, economic and political weekly, November 15, P.4851. 
30 
12. Mohan, T.T Ram, Ravindra H. Dholakia & Navendu Karan (2005): 
In India's Central debt sustainable economic and political weekly, 
March 5, P. 951. 
13. Ratha Dilip (2002): Did BIS regulations shorten debt maturity in 
developing countries, economic and political weekly, April 13, P. 
1412. 
14. Datt Ruddar (1999) India's External Deb, economic and political 
weekly, September 18, Mainstream. P. 23 
15. Tanzi Vito and Mario I. Blejer Public debt and Fiscal policy in 
developing countries is taken from the economics of public debt by 
Kenneth J. Arrow and Michael J. Boskin. P.230- 263. 
16. Ghughe, V.B. (1970), Public Debt, Inflation and Economic 
Development in India, The Indian Journal of Economics LI, 200, July, 
P-117-127 
17. Saiyed, S.A. (2007), Debt Management and Fiscal Operation- An 
Indian Experience, The Asian Economic Review , Vol. 49, No. 3 
December, P 557-574. 
18. Burman, Kiran (1978), "India's Public Debt and policy Since 
Independence", 1978, Chugh Publication, Allahabad. 
19. Pathak, D.S. (1978), "Central Monetary Authority, Debt Management 
and Fiscal Operations- An Alternative Hypothesis about Indian Fiscal 
and Monetary Policy". Artha Vikas. Vol-XIV No.2 July-December. 
20. Chakravarty Committee Report (1989), "Report of the Committee to 
Review the working of Monetary System", RBI. 
21. Hasib, A. (1979), "RBI in the Management of Public Debt and Open 
Market Operations", The Journal of the Indian Institute Bankers, LX,3, 
July-September, PP. 120-144. 
22. Bhattacharya, B.B. (1992), "India's Economic Crises, Debt Burden 
and Stabilization", B.R. Publishing Corporation, Delhi. 
23. Rangrajan, C. and Arif, R.R. (1990), "Money, Output and Prices: A 
Macro Econometric Model, Economic and Political Weekly, April 21, 
1990, PP. 837-852. 
31 
m 1 I I I I I I I i"~i ! i ~1 I I I 
M 
U 
Cfutpter-2 
HISTORICAL 
BACKGROUND OF PUBLIC 
DEBT 
u 
' i i I I I I I i " ~ i I I " I \ r 
Historical Background of Public Debt 
Introduction 
The role of public borrowing in economic development is 
relatively recent phenomenon and has much to do with the collapse of 
the principle of laissez faire, the rise of modem welfare states and 
imperatives of accelerated economic development of a considerable part 
of the world/ An attempt would be made in this chapter to review the 
controversy about the burden of the public debt. It may not be a 
digression but a stopover on the main track in so far as it is concerned 
with the history of ideas, the clash of ideas, and finally a tentative 
movement towards a synthesis of conflicting views. Besides, such a 
study becomes important for two reasons: 
(1) It may enable one to develop criteria with reference to which an 
assessment can be attempted of the burden of India's internally-
held public debt; 
(2) A great deal depends on how people feel about the public debt 
and that the real limits to its expansion are possibly as much 
psychological and social as economic. 
There is broad agreement on the institutional elements of public 
debt among economists but the theory or principles of public debt has 
been a matter of controversy for the last two hundred years. It is widely 
believed that resurgence of the "transfer hence no burden" argument 
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followed the Keynesian Revolution of the 1930s and was strengthened 
by the post Keynesian emphasis on deficit financing. It is largely true 
that Keynes himself gave expression to his views on the subject about 
ten years before the publication of the "General Theory of Employment 
Interest and Money," in his evidence to the Colwyn Commission in the 
following words, "I think it is a matter almost of indifference It 
looks nice to have a clean balance sheet, and I think it is partly false 
analogy from private account-keeping; an individual likes to be out of 
debt. But for the nation as a whole it is merely a book-keeping 
transaction." However, in 1958 Professor J.M. Buchanan in his book 
'Public Principles of Public Debt' summed up the basic tenets of what 
he called the 'new orthodoxy' and proceeded to demolish them one by 
one. The controversy relating to the burden of the public debt thus once 
again became a subject of lively debate in the late 1950s and 1960s and 
the position as of now is best stated in the words of Buchanan: 
"Prediction as to the development of analysis or the acceptance of ideas 
are risky at best, but it seems reasonable to suggest that the principles of 
public debt are on the verge of synthesis. Undue optimism is, however, 
surely to be avoided especially if the history of debt theory is to be used 
as a guide."'* 
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EARLY VIEWS 
Nine years before Adam Smith's publication of the Wealth of 
Nations Sir James Stuart discussed the subject of public credit in his 
principles of political economy. He was one of the first to hold the view 
now upheld by the adherents of the "new orthodoxy" that public debt 
should function as the balance wheel of the economy.^ More 
importantly, Stuart explicitly held that.... "the country is neither poorer 
nor richer, when considered in a cumulative view, than if the same sum 
had been lent to private people at home."^ Instead "the effect of public 
borrowing on national debt is to augment the permanent income of the 
country, out of stagnating money and balances of trade". 
There is little doubt that Keyne's ideas on economic policy, 
particularly on the role of taxation, public debt, public works and money 
as devices for correcting economic maladjustments, have a family 
resemblance to those of Stuart. Sen wonders: "it is indeed strange that 
this pioneer, who published his treatise nine years before Adam Smith's 
and in some respects may be said to have provoked the latter to write his 
Wealth of Nations by way of a reply has not received more than a 
passing reference from any of the important writers on the history of 
economic thought."^ Furthermore, "Unlike Adam Smith and Ricardo, 
by whom he has been completely over-shadowed, primarily because he 
had the misfortune to be out of tune with the Zeitgeist of his period, his 
economic theory was a General Theory of Employment, Interest and 
34 
Money."^ Stuart's 'evolutionist approach' to economic analysis as 
opposed to the static approach of the classicist involved "studying an 
institution within its context and taking into account the fact of constant 
change in the institutional context." He saw a positive economic role for 
the government and believed that the "steady development of 
democratic forms was giving the people a stake and voice in the 
government which in itself constituted the primary guarantee of 
responsible and non-arbitrary public debt management."'^ While Stuart 
was not unaware of the differential impact upon the various groups 
affected by the creation of public debt, overall income flow, the 
problem of distribution and consideration of general economic welfare 
led him to stress the role of government in promoting and maintaining 
economic prosperity through fiscal devices like taxation and public 
borrowing. 
CLASSICAL VIEWS 
It would appear that the views of the classicists on public debt 
depended on their faith in the role of government in the economic life of 
the country. Thus, in the nineteenth century and early twentieth century 
economists disapproved of the institution of public debt chiefly because 
of the classical rejection of the positive role of the state and the dogma 
of non-intervention. J.B. Say observes that "There is a grand distinction 
between an individual borrower and a borrowing government, that, in 
general, the former borrows capital for the purpose of beneficial 
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employment, the latter for the purpose of barren consumption and 
expenditure."" Say believed that the burden of the debt would be 
shifted "among a great number of successive years."''^ The only benefit 
of national debt which Say admitted related to a "national debt of 
moderate amount, the capital of which should have been well and 
judiciously expended in useful works"''^ providing an avenue for 
investment of minute portions of capital which would otherwise have 
been idle. David Hume admitted that the merchants who can invest part 
of their funds in government bonds are in a position to trade upon lower 
profit and reduce the price of the commodities but held that there is "no 
comparison between the ill and the good which result from them."''* 
Adam Smith who never missed an opportunity to demolish what 
he called the sophistry of the mercantile system presumably criticised 
Stuart's view on the public debt when he observed, "that the capital 
which the first creditors of the public advanced to government, was, 
from the moment in which they advanced it, a certain portion of the 
annual produce turned away from serving in the function of a capital to 
serve in that of a revenue; from maintaining productive labourers to 
maintain unproductive ones, and to be spent and wasted, generally in 
the course of the year, without even the hope of any future 
reproduction."'^ Smith dismissed the transfer payment argument as an 
"apology founded altogether on the sophistry of the mercantile 
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system."'^ Hume and Smith both believed that the collapse of public 
credit was inevitable".''^ 
Ricardo, the greatest representative of the classical school, was 
convinced of the wastefulness of public expenditure and argued that "in 
point of economy" it would make little difference whether such 
resources were raised by taxes or by loans. Ricardo favoured heavier 
taxation and disapproved of public debt. He admitted that debt service 
involved transfer payment within the community but did not know 
whether the recipients of such income would "employ it productively" 
or "squander it unproductively". Ricardo was greatly concerned with the 
effects of public debts because as he stated in parliament in June 1819, 
"National debt was an evil which almost any sacrifice would not be too 
great to get rid of It destroyed the equilibrium of prices"'^ and in 
December of the same year he stated that "the debt like the com laws ... 
raised the price of food and consequently the price of labour and 
therefore, reduced profits and tended to drive capital abroad."'^ He 
regarded public debt as "the overwhelming encumbrance which palsies 
all our efforts." '^^  On the question of shifting the burden of the debt to 
future generations Ricardo was explicit that "the argument of charging 
posterity with the interest of our debt, or of relieving them from a 
portion of such interest is often used by otherwise well informed people, 
but we confess, we see no weight in it." 
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James M Buchanan correctly observes, "This idea was, in fact, 
based upon his assumption that future tax payment would be fully 
capitalised in a world of rational individuals. If tax payers living during 
the period of debt creation fully capitalise future tax payments, the 
interest payments do become mere transfers which involve no 
"sacrifice" on the part of future generations."^^ 
The foregoing discussion makes it sufficiently clear that Adam 
Smith, Hume, Say and Ricardo disapproved of public debt because they 
thought it interfered with the natural order which was conducive to the 
creation of wealth and increase in the material welfare of the nation. 
Their contention which was coloured by their conception of the natural 
order led them to ignore the distinction between creation of public debt 
as such and the effects of public expenditure. 
J.S Mill - a major figure among classical economists - was in the 
line of classical thinking on the subject but he noted the paradox of 
apparent prosperity in the midst of capital destruction during the war 
years through loan finance and concluded erroneously that "the breach 
made in the capital of the country is thus instantly repaired, but repaired 
by the privations and often the real misery of the labouring class." 
The classical formulafion of public debt found its best expression 
only in the last two decades of the 19^*^  century in the work of H.C 
Adams, C.F Bastable and P Leroy - Beaulieu. They made a distinction 
between the creation of public debt per se and the effect of public 
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expenditure. Adam Smith held that "a loan calls for no immediate 
payment from the people ... the lenders are satisfied, since they have 
secured a good investment."^"^ He refuted the argument that the burden 
of the expenditure cannot be shifted forward in time.""^ ^ Bastable stated 
that public credit is only one form of credit in general and is governed 
by the same principles which control private credit. While admitting 
certain special features of public economy that impart to public 
borrowing certain peculiarities, he explicitly maintained that the 
analogy between private debt and public debt still held and clearly 
implied that the burden of the debt can be shifted on the future 
generation. Making a distinction between loan and tax finance he wrote, 
"A loan is voluntary and supplied by willing givers, taxation is levied 
on the willing and unwilling alike ... To make things smooth for the 
present at the cost of the future is not the duty of the wise and far-seeing 
statesman." 
He felt that it was only partly true that loans are made out of 
capital and taxes are paid out of new income. Public debt affects income 
as well as capital and taxation affects capital as well as income. 
"Large public borrowing stimulates saving and thereby checks 
expenditure on enjoyments while oppressive taxes reduce the fund from 
which new savings are made and so far hinders the accumulation of 
capital."^^ 
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On distribution of the burden of the public debt he held that, "the 
equitable distribution of heavy taxation is not easily attained where very 
heavy imposts are laid on some classes and persons are likely to suffer 
unduly. The division of the charge over longer period by the use of 
borrowing makes the apportionment of the burden far easier and more 
specially allows sufficient time for its full consideration." 
Bastable considered resort to loan finance for other than 
economic purposes even for a lengthened period defensible under 
certain conditions.^^ Furthermore, he maintained that a foreign loan in 
its purely financial bearings is not so different from a home one as is 
sometimes supposed and that "from a purely financial point of view the 
source of the loan is really immaterial. In any case it is an immediate 
relief to tax payer counterbalanced by greater charge in the future."^^ 
Paul Leroy-Beaulieu in one of the clearest expositions of the 
classical position refuted the IS''' century ideas on public debt and the 
sophisms of Melon and Voltaire who held that a state which is indebted 
to itself is not impoverished. He very rightly remarked that a public debt 
is in and of itself neither a good nor an evil. He criticised the classicist 
also for their failure to see that public expenditure can be productive. 
As he puts it, "a loan will be useful or harmful to the society in general 
depending on whether the state preserves and usefully employs the 
proceeds or wastes and destroys the capital which the rentiers have 
given up. In the past the passions of sovereigns and the mistakes of 
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governments have had for an effect the disbursing of the great part of 
the proceeds of public loans for useless expenditures. This has led many 
to condemn public credit absolutely, as an instrument of evil. This 
conclusion is exaggerated. It is as much as to say that it would be 
desirable for a man to be without sense because he often does not use it 
properly." 
Marshall contents himself with the mere mention of the fact that 
the work of credit in the modem age differs from that of earlier times, 
but Wicksteed clearly states, "when two nations are at war and one of 
them raises a loan the person who actually finds the resources required 
may belong to the borrowing nation, or to neutral nations, or even to the 
nation with which the country is at war, but the obligation to pay is 
taken by the borrowing nation in its collective capacity and will be 
handed down to its posterity or successors."^^ In one sentence 
Wicksteed thus demolished the basic tenets of the 'new orthodoxy'. 
The dominant views of the classicists on the public debt can be 
stated in the following set of propositions: 
1) Government loan finance withdraws funds from productive 
private employment. 
2) Deficits are less painful than current taxes. Unbalanced budgets 
therefore expand governmental activity and invite irresponsible 
governmental action. 
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3) Government borrowing makes future financing more difficult by 
increasing the proportion of the budget which must go for fixed 
charges and by increasing the amount of taxes which must be paid 
to finance the transfer of interest on the debt. 
4) Loan finance is costly, public outlays financed in this way must 
be paid for twice-once in meeting the interest charges and once in 
amortising the debt. 
5) Public debt leads to currency depreciation. 
6) An all tax plan provides a guide for the transfer of resources from 
the private to the public sector.^ '* 
Views of modern economists (No Burden Doctrine) 
It is now widely acknowledged that economics of public debt in 
modern public finance was powerfully influenced by the Keynesian 
revolution which produced theoretical results entirely different from the 
body of economic thought existing at the fime of its development."^^ 
Although Keynes had expressed himself on the national debt 
before the Colwyn Commission in 1926 as noted earlier, the scientific 
basis for the modem theory of public debt was provided by the General 
theory of Employment Interest and Money in 1936.^ ^ The classical 
theory of public debt derived its validity and legitimacy from the 
unrealistic assumption of full employment and the unproductive nature 
of public expenditure. Unlike Malthus a century earlier the classicists 
ignored the role of distribution in maintaining the power of production 
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through creation of the necessary stimulus to the continued increase of 
wealth. "Once the economist, in a more realistic mood allowed for 
unemployment, assumed elasticity in monetary supplies and agreed that 
government expenditure could be productive and need not necessarily 
be wasteful, the case for public borrowing was strengthened."" Hansen, 
the leading exponent of the new fiscal policy in wide-ranging discussion 
of the growth and role of public debt holds that "public debt, taxes and 
changes in money supply are all part of a balancing mechanism ... A 
limited increase in the public debt tends to promote a wide distribution 
of property in so far as the new issues are purchased by thrift 
institutions .... A public debt internally held is not like a private debt. It 
has none of the essential earmarks of a private debt. The public debt is 
an instrument of public policy. It is a means to control the national 
income, and in conjunction with the tax structure to regulate the 
distribution of income." However, the new theory in its purest form 
finds expression in functional finance which eschews "appeasement" 
formulation of all kinds in this respect and holds that "the absolute size 
of the national debt does not matter at all, and that, however large the 
interest payment that have to be made do not constitute any burden upon 
society as a whole."^^ 
The proponents of the 'no burden' doctrine are concerned with a 
macroeconomic model which treats the economy as a unit and 
accordingly holds "that private debt differs from national debt in being 
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external. It is owed by one person to others. That is what makes it 
burdensome. Because it is interpersonal the proper analogy is not to 
national debt but to international debt. A nation owing money to other 
nations (or to the citizens of other nations) is impoverished or burdened 
in the same kind of ways as a man who owes money to other men. But 
this does not hold for national debt which is owned by the nation to 
citizens of the same nation. There is then no external creditor, we owe it 
to ourselves""**^ . Professor Pigou whom Keynes singled out as the man 
whose writings represented the best in what was wrong lucidly stated 
that "loans raised from foreigners entail a burden represented by interest 
and sinking fund on future generations in the borrowing country. But 
interest and sinking fund on internal loans are merely transfers from one 
set of people in the country to another set so that the two sets together -
future generation as a whole are not burdened at all in the broad 
it is true and obvious."'^' 
Hansen observes, "whereas the debt was formerly an instrument 
through which funds were siphoned from consumption into savings, so 
recently it has become in part atleast, an instrument to siphon funds 
from savings into consumption"'*^. 
Public debt is said to introduce an element of rigidity in as much 
as interest payments become a fixed charge on tax revenue. This 
argument has been rightly countered by the fact of the increase from the 
long run stand point of the national income as a whole. 
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But it may, however, be conceded that the existence of a large 
public debt to some extent curtail the debtor's freedom of action. 
Ratchford is of the opinion that "in the final analysis this is probably the 
most important economic disadvantage of the whole institution of the 
public debt and would seem to be more significant than the purely legal 
fact of bankruptcy"'*''. 
The 'no burden' thesis also relies on certain advantages of public 
borrowing. The economic effects of public debt should be assessed in 
the light of the nature of the expenditure for which debt is incurred and 
in terms of its income-generating potentialities. What is of importance is 
the net economic burden. "The fact that a man holds a good block of 
war loan and can rely on a nucleus of safe income may sometimes 
induce him to seek higher but less safe return on his other savings"'*'*. 
Through debt creation the government can tap savings streams, put the 
resources thus raised to productive use and bring about an increase in 
national income. The additional flow of income facilitates the payment 
of taxes to service the debt"*^ . At a time of unemployment increase in 
public debt contributes to current capital formation that would otherwise 
not have taken place and thus represent a negative burden on society, in 
the sense of an addition to the country's stock of capital goods. Public 
borrowing promotes the development of more and more institutionalised 
sources of savings like banks, stock markets and insurance companies. 
These naturally seek fixed debt obligations whether giltedged private 
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securities or government bonds. People are enabled by reason of the 
public debt to invest their savings in government bonds. This gives them 
an added source of income and makes it possible for businessmen to 
trade for smaller profits. Furthermore, the bonds provide a ready source 
of credit when a businessman needs it for business operations. It helps 
curb consumption, encourages savings and promotes capital formation 
and makes it possible for the people of a country to improve their 
standard of living. From all this it does not follow that the greater the 
size of the national debt the better for the country. In matters relating to 
economic life the doctrine of balance or what Malthus called 
"proportion"'*^, is of the greatest relevance. 
J.M. Buchanan calls the currently dominant theory of public debt 
the "New orthodoxy" which according to him is based on three basic 
propositions. These are: 
1. The creation of public debt does not involve any transfer of the 
primary real burden to future generations. 
2. The analogy between individual or private debt and public debt is 
fallacious. 
3. There is a sharp and important distinction between an internal 
debt and an external debt,'*^ 
As regards the first proposition the exponents of the modem view 
hold that "we cannot mortgage the future". Thus the generally accepted 
view since the end of World War II defines the burden as "the sacrifice 
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of scarce resources when the funds are spent in the aggregate 
then no burden can be shifted from one generation to another, the shift 
is between groups in the same period. In times of war it is the 
generation that fights the war that gives up the use of physical 
resources""* . Lerner in a sweeping generalisation declares that "a 
project that uses up resources needs the resources at the time it uses 
them up, and not before or after"'* .^ He says that this basic proposition 
"is quite independent of whether the project is public or private as of 
whether the debt is public or private"^". Only the project has to be 
financed internally. He admits that there is a way "in which the present 
generation can shift a burden on to fiiture generation. Our proposition is 
only that this is not done by internal borrowing. We can impoverish the 
future by cutting down on our investment in capital resources"^'. 
Samuelson also makes the same point when he says that the main 
way that one generation can put a burden on a later generation is by 
using up currently the nation's stock of capital goods or by failing to 
add the usual investment increment to the stock of capital" . 
Pigou also argues in a similar vein in his oft quoted passage: "it is 
sometimes thought that whether and how far an enterprise or enterprises 
ought to be financed out of loans depends on whether and how far 
future generations will benefit from it. This conception rests on the idea 
that the cost of anything paid for out of loans falls on ftiture generations 
while costs met out of taxes are borne by the present generation. 
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Though twenty five years ago this could claim some respectable 
support, it is now everywhere acknowledged to be fallacious"^^. 
The second proposition of the ruling theory of public debt is that 
the analogy between public debt and private debt is false. Harris 
observes that "The analogy does not hold" '^*. Hansen quotes at length 
Jorgen Pedersen with approval: "An internal loan resembles ordinary 
borrowing (evidently he means private borrowing) only in a purely 
formal way and it is obvious that every analogy to private borrowing 
must be completely false"^^ And at the end of a long chapter on the 
growth and role of public debt Hansen himself concludes that it cannot 
be denied that the interest of the public authorities as distinct from the 
interest of the individual is complex and that is why the exponents of 
the no-burden doctrine argue that the second proposition is correct not 
with regard to internal debt but with regard to the external debt. 
The third proposition of the modem theory of public debt is not 
independent of the first two but is their logical corollary. An external 
debt (owed to foreigners) does involve a net subtraction from the goods 
and services to the degree that we have to send goods abroad to pay 
interest on that debt. An internal debt (owned by the government to its 
own citizens) is quite different matter^^ Furthermore it is held that the 
burden of the external debt unlike that of the private debt can be shifted 
on to the future generations. 
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It is quite clear from the foregoing discussion of the views of 
modem writers on pubhc finance that an internally held public debt 
does not involve a burden in the sense in which a private debt or an 
externally held debt entails a burden and that the burden of the internal 
debt involves no postponement of cost or burden in time. It has been 
observed that the dominant theory of public debt is really not a new 
fiscal theory. Keynes claimed to have accomplished in economic 
science what Einstein had done in physics and a Revolution in thought 
no less than a Revolution in society implies an upsidedown view of 
things and that change of emphasis in response to pressures of 
immediacy, which makes all the difference between the old and the 
new . This dominant view ruled supreme till the publication in 1958 of 
James M. Buchanan's book which has been already referred to 
Moreover, President Eisenhower in his state of the Union message 
January 7, 1960 declared: 'Personally, I do not feel that any amount can 
be properly called a surplus as long as the nation is in debt. I prefer to 
think of such an item as a reduction on our children's inherited 
mortgage"^^. 
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Theory of Public Debt 
Introduction 
Public debt is the debt which the state owes to its subjects or to the 
nationals of other countries. Public debt arises due to borrowing by the 
government. The government may borrow from banks, business organizations, 
business houses and individuals. The borrowings of the government may be 
within the country or from outside the country, or both. The public debt is 
generally in the form of bonds (or treasury bills, if the loans are required for a 
short period), which carry with them the promises of the government to pay 
interest, to the holders of these bonds at stipulated rate of interest at regular 
intervals, or lump sum at the end, in addition to the principal which has to be 
repaid at the stated time. Philip. E. Taylor defines Public debt as "The debt is in 
the form of promises by the Treasury to pay to the holders of these promises a 
principal sum and in most instances interest on that Principal."' 
The government may borrow because current revenue may not be 
enough to meet its expenditure. Or there may be some sudden and unforeseen 
expenditure, when tax revenue cannot be increased to the same extent. It may 
also borrow to finance capital expenditures, as current revenue is usually 
insufficient for the purpose. 
During depression, when private demand is insufficient, the government 
may borrow the idle savings of the people and spend them to increase the 
effective demand and there by create additional income and employment in the 
community. On the other hand, in an inflationary situation, when effective 
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demand is greater than the available supply of goods and services at current 
prices, the government should tax more than its need to spend in order to 
sterilize a part or whole of the excess purchasing power. It may use this surplus 
to pay debts incurred in times of depression or for meeting unforeseen needs in 
the future. It is, thus obvious that a sensible public debt policy can be used to 
check a depression or an inflation. 
In recent years there has been an abnormal expansion in the functions of 
the government and this has increased its revenue and capital expenditures. 
Modem wars and growth of defence expenditure have also led to increase in 
public expenditure. In fact, increased public expenditure has been responsible 
for vast increase in public debt everywhere. 
Fiscal Deficit and Public debt 
Fiscal deficits are prerequisites for the accumulation of public debt, 
since usually the issue of government liabilities arises from the need to finance 
the gap between ordinary revenues and total expenditures. However, the 
existence of fiscal deficits does not necessarily imply that the share of debt in 
GDP will grow over time. If a fiscal deficit is financed totally by foreign grants 
or by monetary expansion, then public debt will not grow, and may actually 
fall, in relation to GDP. Other variables are also important in that relationship, 
for example, the rate of growth of the economy and the real rate of interest on 
the existing public debt play a significant role. The time horizon is also 
relevant. If fiscal deficits are cyclical, and they turn into surpluses during boom 
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years, then there would be no accumulation of debt and no expansion in the 
debt. The main reason to justify the growth of public debt are the following: 
1. War Finance 
Historically, in industrial countries this has been the main reason for the 
large accumulation of public debt as witnessed by the United Kingdom during 
the Napoleonic wars and by the United States during the Civil War and the 
First and Second world wars. 
2. Development Finance 
The accumulation of public debt can arise from the need to finance a 
'big push' in economic development. If a country borrows funds and invests 
efficiently, it can be expected to promote enough future growth so that the debt 
can be serviced, without difficulties, out of future higher incomes. Such 
reasoning is used to justify borrowing on the part of successful private 
corporations. It has also been used to justify large deficits and large borrowing 
on the part of some developing countries. 
3. Availability of Cheap credit 
Large borrowing by developing countries between 1974 and 1980 could 
be justified by the availability of cheap international credit. Given the low real 
rate of interest then prevailing in the international financial market, countries 
could borrow to finance the many projects with expected rates of return higher 
than the prevailing low real costs of borrowed funds. There were many projects 
that passed a benefit cost test given the low real rates of interest. 
57 
4. Government Market Power 
Public sector borrowing by developing countries has been justified on 
the basis of the special position of the government as a borrower. The 
government can borrow abroad at lower rates than private borrowers since it 
carries a perceived lower risk and borrows large amounts, thus reducing 
administrative costs. Private borrowers would pay higher rates if they borrowed 
directly. This arbitrage on the part of the government increases its gross debt 
while it may not increase immediately net debt if the funds are, in turn, lent to 
the rest of the economy. But, if the on-lending is done at subsidised rates, the 
gross debt of the government can also become, at least partially, a net debt. The 
fact that public as well as private enterprises obtain subsidised credit has made 
them less careful in project selection and has increased the role of political 
considerations in that selection. 
5. Assumption of Private Sector Debt 
In a number of developing countries, particularly in Latin America an 
important source for increases in the level of Public debt has been the 
'nationalisation' of private sector liabilities. In many countries governments 
have assumed the debt acquired by private sector enterprises, including 
financial institutions. The private sector liabilities were originally guaranteed 
by the government, but in many other instances the government assumed the 
debt to avoid massive defaults that could have resulted in an extensive 
disruption for the domestic economy and a major loss of credit worthiness 
abroad. 
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6. Financing Current Expenditure 
In many instances governments borrowed for consumption purposes as 
they could score political gains in the short run by increasing subsidies or 
public employment without raising domestic revenues. The government 
obtained immediate political benefits by spending the proceeds of borrowing 
while the repayment of the debt was in the future and thus a successor 
government's problem. This public choice reason has certainly played a large 
role in the growth of public debt. 
The industrial countries normally borrowed domestically while 
developing countries often borrowed abroad. In all countries the most 
important source of financing public spending is obviously current revenue, a 
large proportion of which is made up of tax revenues. While taxes would cover 
a large share of public spending. However, there are many constraints on the 
level of taxation; Political, structural, administrative, or purely social. These 
constraints tend to be much more inflexible in developing than in industrial 
countries. Therefore, the average tax ratio of developing countries tends to be 
much lower than the average tax ratio of industrial coimtries-generally less than 
half 
Experience indicates that it is very difficult to raise the tax level of 
developing countries significantly, at least in the short or medium run unlike 
industrial countries. In those developing countries where increase in the ratio of 
taxes to GDP has taken place, these increases have been relatively small. 
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Dimensions of Fiscal Imbalances in India 
Fiscal imbalance in an economy is measured by the government deficit. 
Simply put it is the difference between aggregate disbursements and aggregate 
receipts. In practice there are different measures of government deficit as 
discussed below. 
Traditional Budget Deficit 
Budget deficit = ( Revenue Expenditure + Capital Expenditure + net 
domestic lendings) - ( Revenue receipt +grants + foreign borrowings + 
domestic borrowings excluding 91 days Treasury Bills. 
The resources gap is expected to be financed by (a) issuing 91 day 
Treasury Bills and (b) running down on government's cash balances with 
treasury and the RBI. This is a narrow concept of deficit as several other 
government's liabilities e.g. current market loans, special securities issued to 
RBI, other liabilities like small savings, provident funds etc. in recent years 
became important and have not been included. 
In traditional measures of budget deficit, additions of RBI's holding of 
government securities are not included . This may severely under-state the 
monetary impact of fiscal operations. Monetary concept of government deficit 
is somewhat broader than the traditional measure. It is suitable only for 
analyzing the monetary impact of fiscal operations. 
Fiscal Deficit: Total resource gap or the overall financing requirement in 
government fiscal operation is the excess of revenue expenditure plus capital 
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expenditure plus net domestic lendings over revenue receipts. When grants are 
deducted from overall financing requirements , the residual which represents 
overall borrowing requirement is the gross fiscal deficit. 
Gross Fiscal Deficit ; (Revenue expenditure + capital expenditure + net 
domestic lending) - (revenue receipts + grants) 
Net Fiscal Deficit: Gross fiscal deficit - net domestic lendings 
= (revenue expenditure + capital expenditure - revenue receipts + 
grants) 
Primary Deficit : One limitation of fiscal deficits is that they do not reflect 
an improvement or worsening of the governments net indebtedness. Interest 
payments are obligatory but reflect past budgets. Primary deficits exclude 
interest transactions ( payments as well as receipts), hence indicate precisely 
the indebtedness of central government. Primary deficit may be gross primary 
deficit and net primary deficit. 
Gross Primary Deficit 
= ( Gross fiscal deficit) - (interest payment -interest earning) 
=( revenue expenditure + capital expenditure +net domestic lendings ) -( 
revenue receipts + grants) -(interest payments - interest earnings) 
=( non-interest revenue expenditure + capital expenditure + net domestic 
lendings) - (non- interest revenue receipts + grants) 
Net Primary deficit : =( non-interest revenue expenditure+capital 
expenditure)- (non-interest revenue receipts + grants) 
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Table 3.1 provides the profile of different indicators of fiscal imbalance in 
respect of central finances from 1990-91. In comparing fiscal deficit since 
1990-91, one adjustment was required for figure prior to 1999-00, when 
lending to States on account of small savings was not channelled through the 
public account of National Small Savings Fund (NSSF) and constituted part of 
centre's fiscal deficit. After this adjustment, the fiscal deficit of the center, 
first declined from 6.6 percent in 1990-91 to 4.1 percent in 1996-97, raising 
subsequently from 1997-98 to reach a level of 6.2 percent of GDP in 2001-02. 
After that , there is a fall in centre's fiscal deficit relative to GDP when the 
FRBM rule was enacted in 2003 which reduced fiscal deficit to 3.4 percent in 
2006-07. 
A similar profile is observed in the case of revenue deficit, which, after 
declining from 3.3 percent of GDP in 1990-91 to 2.4 percent in 1996-97, rose 
steadily to 4.4 percent in 2001-02 . The year 2002-03 witnessed that although 
the revenue deficit continued almost at the same level as 2001-02, but after the 
enactment of FRBM rule the revenue deficit also reduced and reached a level 
of 1.9 percent in 2006-07. The situation seems to have improved in 2007-08 
(B.E.), with the fiscal deficit and the revenue deficit declining to 3.2 and 1.5 
percent of GDP, respectively. 
The most persistent deteriorafion is observed in the ratio of revenue 
deficit to fiscal deficit , which, by indicating the extent to which borrowed 
resources are used for current expenditures, shows the 'quality' of fiscal deficit. 
In 1990-91, this ratio v/as about 50 percent. It increased steadily to 75 percent 
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in 1998-99. Thereafter, there was some improvement, but the ratio again 
increased back to the level of 80 percent in 2003-04, indicating that three fourth 
of borrowing has been used for current consumption. But after the enactment of 
FRBM rule the ratio of revenue deficit to fiscal deficit has been reduced and 
reached 46.87 percent in 2007-08 (B.E.). 
Table-3.1 
Trends of Deficit of Central Government 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 
2006-07 
2007-08 (B.E) 
Fiscal 
deficit 
Revenue 
deficit 
Primary 
deficit 
(As percent of GDP) 
6.6 
4.7 
4.8 
6.4 
4.7 
4.2 
4.1 
4.8 
5.1 
5.4 
5.7 
6.2 
5.9 
En 
4.5 
4.0 
4.1 
3.4 
3.2 
3.3 
2.5 
2.5 
3.8 
3.1 
2.5 
2.4 
3.0 
3.8 
3.5 
4.1 
4.4 
4.4 
2.8 
0.7 
0.6 
2.2 
0.4 
0.0 
-0.2 
0.5 
0.7 
0.7 
0.9 
1.5 
1.1 
actmentofFRBMA 
3.6 
2.5 
2.6 
1.9 
1.5 
0.0 
-0.1 
0.4 
-0.2 
-.02 
Ratio of revenue 
deficit to fiscal 
deficit (%) 
50.00 
53.19 
52.08 
59.37 
65.95 
59.52 
58.53 
62.5 
74.50 
64.81 
71.92 
70.96 
74.57 
80.00 
62.51 
63.88 
55.88 
46.87 
Source: Economic Survey (2007-08) Ministry of Finance, Govt, of India 
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The following are the main features of the profile of fiscal imbalance in the 
case of centre:-
(a) After declining in the mid nineties, the fiscal deficit of the center in 
2001-02 was 6.2 percent, only marginally lower than its level in 1990-
91. In 2006-07 and 2007-08 (B.E.), the fiscal deficit relative to GDP 
showed a decline. 
(b) Revenue deficit relative to GDP, having risen to a historical peak of 4.4 
percent came down from 2003-04 
(c) The ratio of revenue deficit to fiscal deficit has progressively 
deteriorated until 2003-04, when it amounted to 80 percent. From 2004-
05, again the ratio has deteriorated and reached to 46.8 percent in 
2007-08 (B.E.) 
As in industrial countries, developing countries can try to tap domestic 
savings through the sale of bonds in the domestic market. This possibility, 
however, is very limited and only few developing countries have managed to 
finance a large proportion of their expenditure through increase in domestic 
debt. The reason for this outcome are:-
1. Small size of the domestic capital market and the limited role of 
financial intermediaries. 
2. The interest rate policies often pursued by these countries which have 
constrained the free market determination of the rates, sometimes 
resulting in negative real rates of return and, therefore, in lack of 
attractiveness for domestic financial investments. 
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3. The desire to limit the crowding out of the private sector from an already 
small financial market. 
4. The maintenance of over valued exchange rates which create incentives 
for holding foreign currency denominated assets. 
5. The high default and political risk perceived by potential bond buyers. 
In several cases where deficits have been financed with domestic debt, this has 
been done through some form of forced lending, which inevitably includes an 
element of taxation. Similarly, in many cases part of the fiscal deficit has been 
financed through the building up of domestic arrears. But these arrears 
normally amount to an increase in government liabilities. They are excluded 
from the statistics of public debt. 
Public spending can be financed through monetary expansion, which 
will tend to have an inflationary impact. However, there is a limit to the total 
amount of resources (expressed as a share of GDP) that government can 
acquire through the inflation tax. There is often a loss in real tax revenues 
associated with the acceleration of inflation. In addition, acceleration in the rate 
of inflation tends to increase the risk of holding financial assets (particularly if 
they are not fully indexed) and to lower the real demand for bonds. 
In developing countries, foreign financing acquires an important place. 
Foreign financing can come in a variety of ways 
(a) grants (b) concessionary loans (c) Project loans (d) suppliers' credit and 
(b) commercial borrowing. 
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Grants and concessionary loans are very attractive but not costless. In both 
cases the cost are often political. Project loans and suppliers' credit may have 
concessionary elements but may also have hidden costs that make them less 
desirable than one would assume from the explicit cost. The most important 
source of foreign financing of public spending in recent years has been 
commercial borrowing. This borrowing has been done with varying maturities 
and with variable or fixed rates. Commercial borrowing played a major role in 
allowing developing countries to maintain levels of public spending higher than 
would have been possible through domesfic sources. 
Internal Sources of Public Debt 
Significant changes have taken place in the financing pattern of deficits in 
India since the 1980s. Government deficit as a ratio has increased considerably. 
The major part of this was financed by government domestic borrowings, and 
resultant increase in public debt concern has been voiced against the growing 
public debt within as well as outside RBI. 
The important sources of internal public debt are 
(a) Borrowing from individuals 
Individuals may be able to subscribe to government bonds either 
through curtailment of current consumption needs or through diversion of 
funds into government bonds through securities. Normally, sale of government 
bonds to individuals should curtail neither consumption nor business 
expansion. To a large measure the funds will be raised out of the saving that 
would have been lying idle or would have been used to buy other securities. 
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(b) Borrowing from Non Banking Financial Institutions 
Financial institutions e.g. insurance companies, trusts, mutual savings etc 
are more important than individuals. Non-banking financial institutions prefer 
government bonds because of the security provided by the latter and also due to 
their negotiability and liquidity. However, the rate of interest happens to be low 
and hence in many cases financial institutions may prefer high risk securities. 
(c) Borrowing from Commercial Banks 
Unlike individuals and non-banking institutions, commercial banks lend 
the government by creating additional purchasing power known as credit 
creation. The banking system as a whole can make additional loans upto an 
amount several times as great as the excess cash reserves. This is possible 
because the loans the bankers make are typical book entries in the names of 
borrowers who pay in the form of cheques to others who have also bank 
accounts. So long as the cash is not withdrawn from the banks, it serves as the 
basis for the expansion of loans. 
(d) Borrowing from Central Bank 
Government can borrow from the central bank of the country. This 
action happens exactly similar to the system of creation of additional 
purchasing power by the commercial banking system. By purchasing 
government bonds, the central bank credits the accounts of the government. 
The latter pays to its creditors out of its accounts with the Central bank. Those 
who have received cheques from the government on the central bank will 
deposit the amount in their banks. These bank will find themselves with large 
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cash reserves which would become the basis for additional loans and advances. 
It will be seen that the borrowing from the central bank is the most 
expansionary of all the sources for not only the government secures funds for 
its expenditure but also the commercial banking system gets additional cash 
which can be used as the basis for further credit expansion. 
It may be noted that while the borrowing from individuals and financial 
institutions are simply transfer of funds from private to government use and 
therefore, will not be expansionary in their effect on the economy. Borrowings 
from commercial banking system and the central bank will have an 
expansionary effect. 
Borrowing from External Sources 
In the context of expansionist economy when borrowing from internal 
sources does not serve the purpose, the government borrows from external 
sources only when internal sources are not upto the mark. Even then debt is an 
obligation and internal obligation is less than an external one. 
External borrowing can generally be used to finance defence 
expenditure, development projects and pay adverse balance of payment. 
Formerly, the floating of loans for any development projects like railways 
construction was taken up by individuals, banking system and other financial 
institutions. However, in recent years apart from this sources, two important 
sources have become prominent viz 
68 
(a) International Financial Institution 
The I.M.F, the I.B.R.D and its affiliates, the I.D.A and the I.F.C, are 
important sources of external borrowing ' : for short period for overcoming 
temporary balance of payment difficulties are given by I.M.F. and for long 
period for development purposes fi-om IBRD, IDA, IFC. 
(b) Government assistance generally to assist developmental 
projects 
For developing country India this source of borrowing is becoming 
important in recent years. But the political aspect, no doubt, is fearful as has 
been experienced by India in the wake of Indo-Pak war of December 1971, 
because one country cannot wholly depend upon another country due to 
political reasons. No country wants interference from another in any policy 
matter. 
Comparative Importance of Taxation, Borrowing and 
Deficit Financing 
Fiscal policy in a developing economy is concerned with Government's 
taxing, borrowing and spending policies to achieve rapid economic 
development with reasonable monetary stability. It has to serve both the 
objective of capital accumulation and maintenance of stability. Since voluntary 
saving is very low, the state must play a positive role in stimulating capital 
formation. As Higgins observes, "The sheer poverty of under-developed 
countries makes the raising of the propensity to save as well as inducement to 
invest, a necessary part of fiscal policy. " 
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Borrowing versus Taxation 
In an under developed country which has a very low^  rate of voluntary 
savings, compulsory savings through high rate of taxation is perhaps the best 
means of mobilizing resources for development. Moreover, since economic 
development must be achieved with minimum inflation, taxation which is the 
most important source of non inflationary finance should be given high priority 
in mobilizing the resources. 
The traditional view of public finance is that tax proceeds should be 
used for the normal and recurring expenditure of the state and that the loan 
proceeds should be used for building of assets which yield direct return to the 
economy. Prof A.C. Pigou, in his classic work on Public Finance observes, 
"There is a general agreement that ordinary running expenses should be met 
out of the current taxes.^" 
The scope of raising funds through taxation is limited in developing 
countries. While indirect taxes are burdensome for the poor, therefore go 
against equity considerations, direct taxes beyond a certain level act as a 
disincentive for industry and hardwork. It is common knowledge that high 
taxes are not complied with. High compliance is associated with lower taxes. 
The U.N. Report on the Domestic Financing of Economic Development 
also observes, "As to the relative share of taxation and government borrowing 
in the fiscal structure, few general principles can be stated. Taxation should 
cover atleast current expenditure on normal government services. Borrowing is 
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particularly appropriate to finance government expenditure which results in the 
creation of capital assets or which is otherwise directly productive.'*" 
It should, however, be noted that in a developing economy taxation 
should go beyond financing normal expenditure and supply a considerable 
amount of funds for investment in development projects. The traditional view 
does not fit into the conditions of a developing economy. It is, however 
difficult to determine the relative share of taxation and borrowing in financing 
economic development. 
Public Debt Versus Surpluses of Public Undertakings 
Net contribution of public undertakings to the revenues of central and 
state government has been increasing; But it is not substantial. The Planning 
Commission has pointed out in the Memorandum on the Fourth Plan (1966) 
that by adopting a national price policy, the public undertakings should be 
made to yield high returns on investment so that their surpluses may be utilized 
for resource mobilization for development. But even with the best of efforts, in 
the early stages of economic development, surpluses of public imdertakings 
may provide an infinitesimal part of development finance and even taxation 
supplemented by the surpluses of public undertakings will not be adequate to 
finance the ambitious development efforts. 
Public debt versus Deficit Financing 
Deficit financing has a very limited scope in a less developed economy 
where unemployment and underemployment are not due to lack of effective 
demand but due to lack of capital, and technical skill, etc. It should be 
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employed only in small dose. Monetary stability which is a sine qua non of 
orderly development, will be disturbed by heavy dose of deficit financing. 
A U.N. Report observes, "In the short run and under certain 
circumstances inflation may make it possible to direct resources into particular 
development projects, but experience has shown that in the long run it has 
serious unfavourable consequences for balanced economic growth. Therefore, 
in the interest of orderly development of the economy, deficit financing should 
be kept to the minimum. This once again emphasises the fact that non-
inflationary borrowing would be increased and to that extent the dependence on 
deficit financing can be reduced.^" 
Burden of Internal Public Debt 
The internal public debt of India has expanded hugely especially since 
the commencement of the Five Year Plans. The ascertainment of the nature and 
measurement of the burden of the internal debt provide significant criteria for 
assessing the stability and strength of the national economy. Assessment of the 
burden of the debt can be effected in terms of certain important economic 
variables such as the national income, resources of the banking system, volume 
of private securities outstanding and so on. However, in our country when R.K. 
Shanmukhan Chetty delivered his Budget speech (1948) he talked of the debt 
burden in terms of the size of the dead weight debt which he found to be very 
small in relation to the resources of the country and its national income, when 
he maintained that "Our public debt is less than half of our national income" 
and that "the national debt of the United States of America is more that 1 V2 
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times its national income and the national debt of the United Kingdom is nearly 
three times its national income."^ 
The ratio between the interest payment on the public debt and profits of 
public enterprises on which the borrowed funds have been spent would be a 
suitable method for measuring the net economic burden of the Public debt.^ " 
However this method cannot be used in view of the fact that borrowed funds 
are used not only on directly measurable productive industrial projects, but also 
on social services, power generation, transport, railway development and 
infrastructure development generally. Consequently it is difficult to measure 
the profitability of the investment on infrastructure or on social services. 
As far as the burden of internal debt is concerned, there may be no direct 
money burden on the community as a whole, since the payment of interest and 
increased taxation to meet the burden of debt involve simply a transfer of 
purchasing power from one group of persons to another. There may not be any 
net burden at all on the community. But to the extent the creditors (bond 
holders) and tax payers belong to different income groups, the change in the 
distribution of income among different sections of the community takes place. 
The burden of debt is felt by those who become worse off after redistribution. 
However, while estimating the burden of public debt, the purpose of 
loan should also be considered. If a loan is utilized for a productive purpose, it 
can be paid out of the profits of the investment. So, there is no burden on the 
community. On the other hand a loan to finance a war may be a dead weight 
debt and will have to be paid out by way of increased taxation. 
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The burden imposed by taxation upon the taxpayers will be cancelled by 
the benefits received by them in the shape of interest on bonds. It should be 
noted, however, that if the rich pay taxes proportionately less than the 
proportion of public securities held by them, then there will be a direct real 
burden on the community. Thus Dalton concludes that there is almost always a 
direct real burden, because public securities are held mainly by the wealthier 
classes, and progressive taxation is not likely to be so "sharply progressive as 
to counter balance, among the wealthier classes, the income derived from 
public securities"^. So, there is a net increase in the burden on the community. 
The burden of public debt is realised by the community is one other way 
and, that is, the government will tax enterprise, patriotism, activeness and 
worth for the payment of public debt, and this increased taxation is for the 
benefit of wealthier, passive, old, and leisurely class, i.e. those who receive 
interest in lieu of their credit to government. 
Finally, the increased taxation, for the payment of interest charges and 
the repayment of debt may consequently affect the purchasing power as well as 
the willingness to work and save. Hence it is of utmost importance that debt 
repayment should be managed in such a manner that it may not adversely affect 
production and distribution. 
It can be concluded that internal debt imposes a burden upon the 
community as a whole, and the belief that the internal debt does not impose any 
burden on the community is theoretically incorrect and practically unrealistic. 
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Burden of External Public Debt 
Public debt constitutes some economic burden upon the society 
incurring it. "The debt is owed to citizens or governments of other societies 
payments represent deductions from national product, and the standards of 
national welfare are thereby reduced. This does not mean that funds borrowed 
from abroad are unproductive to the borrowing economy. It means simply than 
investment of funds borrowed form abroad produce less net return to the 
borrowing economy than would similar investment of funds provided at 
home."'^ 
The nature of external debt is different from that of internal debt. The 
burden of external debt can be similar to that of internal debt in one other 
sense. That is, the government has to pay internal as well as external debt 
through additional taxation. In the words of Dalton, "as a general rule, an 
internal debt is likely to involve an additional and indirect burden on a 
community, an external debt does the same.''" 
However, in another sense, the burden of external debt is greater to that 
of internal debt, because in the case of internal debt, interest charges and the 
repayment of principal are paid within the country, and result in a mere 
transference of wealth from one section of the community to another, and the 
tax payer and the receiver of interest are often the same persons. In case of 
external debt, money is paid to those living abroad for the loan of the capital 
used in production. Hence, the payment of interest on foreign debt reduce the 
net income of the debtor country, by transferring a part of its income abroad. 
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The payment of internal debt has no such effect. Hence external debt imposes a 
greater burden than that of internal debt. 
The direct real burden of external debt also depends upon the purpose 
for which the debt is incurred. If the external debt is incurred to meet war 
expenditure, it may be called a dead weight debt, as it is unproductive in nature 
nor does it help in raising the production of the community. However, if the 
external debt are short term, the posterity may escape from its burden, as the 
present generation will repay it. But if external debt is long term the burden 
falls upon the posterity. 
If, hoM'ever, the external debt is incurred for productive purposes such as 
import of machinery, raw material, technical know how and other capital goods 
for the development of industry and agriculture and other sectors of the 
economy, the debtor country may be benefited to the extent that it may nullify 
the real burden of external debt. The fruits of accelerated economic growth and 
additional income generated will help to repay the age old debt without feeling 
any real burden of such debt. 
It can be concluded, that the external debt for productive purposes is not 
a burden, and hence, it should not be discouraged so long as it is helpful for the 
development of the community as a whole and in accelerating the growth of the 
economy. 
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The Table 3.2 explains the growth of public debt which includes internal and 
external debt. As regard internal debt, the transfer of funds from tax-payer to 
bond holders is like the transfer of money from one pocket to another and as a 
result, there is no burden of internal public debt whatsoever. But this view too 
is not without flaw . Though the tax-payer and bond holder belong to the same 
state yet they belong to different income groups and the satisfaction lost by 
one group may not be compensated by the satisfaction gained by the other 
group. The internal debt increased from Rs. 283,033 crore in 1990-91 to Rs. 
1891346 crore in 2006-07 (B.E) whereas with regard to external debt, while 
repaying the external debt a net flow of real national product takes place and 
results in a burden on the society. The external debt has increased from Rs. 
31525 crore in 1990-91 to Rs. 76716 crore in 2006-07 (B.E.). It is significant 
that there were two periods when external debt registered a fall viz during 
2002-03, when it fell to Rs. 59612 crore from Rs. 71546 crore the previous 
year, a decrease of 16.6 percent over the previous year. It reduced further to Rs. 
46124 crore in 2003-04, recording a decrease by 22.6 percent. Subsequently it 
increased and reached the figure of Rs. 76716 crore in 2006-07 (B.E.) 
Total public debt is the sum of internal and external debt. If internal and 
external debt rises, total public debt also rises. The total public debt increased 
from Rs. 314558 crore in 1990-91 to Rs. 1968062 crore in 2006 -07 ( B.E.). 
The lowest growth rate recorded 6.7 percent in 2005 -06 ( R.E.) and the 
highest growth rate recorded 18.9 percent in 1993-94. . 
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Table No. 3.2 
Growth of Public Debt of India 
(Rs. in crore) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E.) 
2006-07 (B.E.) 
Internal 
debt 
283,033 
317,714 
359,654 
430,623 
487,682 
554,984 
621,438 
722,962 
834,551 
933,000 
1,047,976 
1,196,245 
1,323,704 
1,457,583 
1,603,785 
1,708,885 
1,891,346 
Growth 
rate (%) 
— 
12.25 
13.20 
19.73 
13.25 
13.80 
11.97 
16.33 
15.43 
11.79 
12.32 
14.14 
10.65 
10.11 
10.03 
6.55 
10.67 
External 
debt 
31525 
36948 
42269 
47345 
50928 
51249 
54238 
55332 
57254 
58437 
65945 
71546 
59612 
46124 
60878 
68392 
76716 
Growth 
rate (%) 
-
17.20 
14.40 
12.00 
7.56 
0.63 
5.83 
2.01 
3.47 
2.06 
12.84 
9.58 
-16.6 
-22.62 
31.98 
12.34 
12.17 
Total 
public 
debt 
314,558 
354,662 
401,923 
477,968 
538,610 
606,233 
675,676 
778,294 
891,805 
991,437 
111,3921 
1267791 
1383316 
1503707 
1664663 
1777277 
1968062 
Growth 
rate (%) 
~ 
12.74 
13.32 
18.92 
12.68 
12.55 
11.45 
15.18 
14.58 
11.17 
12.35 
13.81 
9.1 
8.7 
10.70 
6.76 
10.7 
Source: Indian Public Finance Statistics, Ministry of Finance, Govt, of India (Various Issues) 
Table 3.3 explains the five yearly compound growth rate of public debt. The 
rate of growth of internal debt is high i.e. 11.8 percent with that of external debt 
which is 5.2 percent during 1990-2007. The rate of growth of internal debt 
declines to 8.7 percent in 2000-07 whereas the rate of growth of external debt 
declines to 2.2 percent in 2000-07. The growth rate of total public debt is 
similar in the periods 1990-07 and 1990-95. 
78 
Five Yearly 
Year 
1990-2007 
1990-95 
1995-2000 
2000-07 
Table 3.3 
compound growth rate of Public Debt (In 
Compound growth 
rate of internal 
debt 
11.8 
11.5 
10.9 
8.7 
Compound growth 
rate of external 
debt 
5.2 
10.1 
2.7 
2.2 
percent) 
Compound growth 
rate of total public 
debt 
11.4 
11.4 
10.4 
8.5 
Should Government Borrow 
Such questions as should government borrow? Can a country become 
bankrupt through public debt? When and how much should the government 
borrow? etc. are questions whose answers are not fixed, but flexible. 
The first traditional argument that is raised against the validity of public 
debt is its interest burden. The government finances the interest through 
taxation. Taxes are to be paid compulsorily hence it would bring the 
expenditure for other purposes down. Public debt causes inflation in times of 
full employment. During full employment if the expenditure of the government 
increases, it would create inflation i.e. price rise, which is a social injustice. 
If public debt is incurred freely it increases the government expenditure. 
This increase in expenditure may bring inefficiency in the functioning of the 
government. When inefficiency occurs it hampers the development. While 
channelising the funds in the form of public debt the government may 
accumulate so much debt, that it iioes not lose the confidence of the people. 
When the confidence is lost, though it generally does not occur, it may bring 
political and economic instability and consequently, disaster after disaster. 
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The government should borrow in times of depression. When the 
economy is facing stagnation. The use of borrowing is regarded inevitable 
when a country is facing a major war. In such a situation taxes do not fulfil the 
need. And any increase in taxes beyond their feasibility may impair incentives 
to work and reduce over all morale of the people. 
In addition, public borrowing has been regarded desirable when 
governmental activities require capital outlays far in excess of usual 
expenditure. Finally it can be said that in the context of modem expansionist 
economy without resorting to public borrowing we can not reach the stage of 
'take off. We should always be mindful in the use of foreign loans and loans in 
time of full employment. So far as external debt is concerned, care should be 
taken of its being without strings. If it, helps economic well being it is 
welcome. In addition, the challenge of taking millions and millions of people 
out of hunger and despair" can be faced when the capital in circulation is 
equally available to all because 'more than 50 percent of the world's income is 
shared by only seven percent of the nations representing 10% of the 
population'^ ^ Debt, therefore is inevitable. 
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Growth and Composition of Internal Debt 
Introduction 
Public debt has grown enormously. Both internal and external debt is 
now a major issue in the economies of the developing countries. External debt 
of many countries has grown beyond their capacity to repay and turned into a 
major international financial crisis as well as apolitical problem. 
Internal public debt is rising very fast in many countries of the world 
both rich and poor. There is no general consensus among economists on the 
optimum level and consequences of internal public debt. There is a general 
agreement that if internal public debt grows continuously and moves to self 
sustained growth path then it may lead to a debt trap, hyper inflation and fiscal 
crisis. The problem is however to define the norm of internal public debt. 
Historically public debt as a ratio of gross domestic product generally 
increased during abnormal circumstances mainly during wars but also during 
other abnormal conditions like famine and political instability and either 
declined or stabilized during normal conditions. In some of these countries 
notably Germany and France, a high public debt-GDP ratio was followed by 
fiscal crisis, hyper inflation, political instability and eventually collapse of 
regimes. 
If the public debt-GDP ratio grows in abnormal conditions and 
stabilizes during normal conditions then public debt may be regarded a 
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temporary disequilibrium in government finances. The current world-wide 
debt upsurge is however not a consequence of war or other abnormal condition. 
Except in a few countries it has grown during more or less normal 
circumstances. In most countries it has started rising from the middle of the 
seventies and also accelerated during the eighties. Economists are as yet unable 
to agree on the causes and consequences of peacetime debt explosion. 
Concept and Measurement of Internal Debt of Government 
of India 
Public debt in India may be defined to include internal and external 
debts of central government, state government, and local authorities. The bulk 
of outstanding debt of state government constitutes borrowing fi^om 
government of India. Local authorities borrow from both central and state 
government. Public debt refers to government (in the narrow sense the 
government proper and in the broad sense the public sector as a whole) debt 
from domestic private sector and abroad. The measurement of this would 
require detailed information on all inter - government (including public 
undertakings) lending and borrowing, which is not easily available fi"om 
published sources. 
The official estimates of liabilities of government of India as shown in 
budget documents includes internal debt, external debt and other liabilities. 
Internal debt constitutes borrowing through market loans, treasury bills, special 
securities issued to RBI, special bearer bonds and other bonds, and securities 
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issued to international financial institutions. The sum of internal and external 
debt is officially called public debt. Other liabilities include borrowing through 
small savings, provident funds, and reserve funds and deposits. On the asset 
side the budget document shows capital outlay of government of India and 
loans and advances to state governments, local bodies, foreign governments 
and others. The excess of total liabilities over capital outlay and loans and 
advances is shown as net financial liabilities of government of India. 
All internal liabilities of Government of India - internal debt plus other 
liabilities - are not public debt, ie, debt to domestic private sector. In the 
official classification securities issued to international financial institutions are 
shown as internal debt. These are non -negotiable and non-interest bearing 
rupee securities, and are not liabilities to the domestic private sector, and hence 
ought to be excluded from measurement of internal public debt. Secondly, a 
portion of government securities (market loans and treasury bills) is held by 
state governments, and hence do not constitute debt to domestic private sector. 
Thirdly, government of India borrowings from development banks do not form 
part of household savings. The development banks do not mobilize household 
savings unlike other financial institution - commercial banks, life insurance 
and unit trust. It would be therefore improper to regard government borrowings 
from development banks as pubic debt. Government of India borrowings fi-om 
commercial bank, provident funds, insurance funds and unit trust are however 
considered to be public debt because these borrowings have come out of 
household deposits in these institutions hence form part of household savings. 
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Similarly, Government of India securities issued to statutory corporations 
owned by the central government are not internal public debt because they do 
not transfer any resource from domestic private sector to the government. The 
government borrowings from these corporations are merely intra-govemment 
transfer of resources and hence not public debt. 
Reserve funds and deposits are shown as internal liabilities of 
government of India in budget documents. Reserve funds consist of various 
types of depreciation, renewal funds, development funds, capital funds, 
revenue funds, welfare funds, sinking funds, etc. Most of these funds are intra -
government transfer of resources and they have hardly any bearing on private 
savings. Similarly deposits are money received from public in the course of 
government business. These deposits shows that only a minor proportion of 
these represent government liability to household sector. It is difficuh to 
disaggregate reserves and deposits by ownerships for all years. For analytical 
convenience we may therefore exclude all reserve funds and deposits from the 
definition of internal public debt of government of India. 
Government borrowing from the Reserve Bank of India is technically an 
intra - government transaction. The government of India also hardly repays its 
debt to RBI: when securities mature they are reissued. The government 
borrowing from Reserve Bank of India does not involve a direct transfer of 
private saving. The RBI however issues money against its holdings of 
government securities. Since money supply held by public is a claim by private 
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sector against the government, and forms a part of private wealth, the 
government borrowings from RBI ultimately becomes internal public debt. 
Public debt is officially measured at current prices and at book values of 
government bonds and securities. The effective debt burden may differ from 
this for several reasons. First, when the price level rises the real value of 
government securities and bonds depreciates, and conversely when price level 
falls the real value of government securities and bonds appreciates. Generally 
prices tend to rise and consequently the real growth of public debt is lower than 
is reflected in official estimates. The real value of public debt can be 
computed by deflating the nominal value series by the general price index. 
Deflation is however not necessary when the effective debt burden is measured 
in terms of the public debt - GDP ratio, in which case the price effect is 
neutralized. 
The market value of government bonds and securities may differ from 
book value. Most government securities in India are however not freely traded. 
Market prices of government securities therefore do not vary much from book 
or par values. The book value however may under - estimate the repayment 
burden if the security has high interest rate with zero - coupon rate. Many of 
the government securities issued in recent years are having high interest rate 
with zero capon rates. For instance, the Indira vikas patra issued in 1987 is a 
five - year bond with zero coupon rate. The government of India has mobilized 
about Rs. 2,000 crore through it during the financial year 1986 - and 1987 -
88, with a commitment to repay Rs. 4,000 crore after five years. Similarly, 
86 
many of the National saving schemes a zero coupon bonds with high interest 
rates. The effective repayment burden of all these debts are much more than the 
book value of debts shown in budget documents. Thus while government of 
India internal public debt is depreciated on the one hand on account of inflation 
the effective burden of repayment is increasing on account of rising proportion 
of zero coupon bonds and securities over the years. 
Public debt has to be evaluated against government assets. It the assets 
are more than the debt then the net worth of the government is positive and 
when they are less than the debt then the net worth is negative. The budget 
document does not give a proper estimate of government assets. The 
government has two types of assets: physical and financial. The government's 
physical assets are government owned land, buildings, factories, furniture, 
roads, dams, etc. the financial assets are share capital in fijlly or partially 
owned public enterprises - financial as well as non - financial and loans and 
advances to domestic private sector and abroad. 
The budget document shows government of India's gross liabilities 
against its capital outlay and loans advanced, all measured at book values. The 
government of India gives loans mainly to state govenmient and public 
enterprises. The net internal debt of government of India would be gross 
internal debt minus outstanding loans and advances. The state government 
often fail to repay their debts to government to of India, in which case 
government of India either defers the repayment schedules or absorbs partly or 
fully some state government debts as its own debt. Public enterprises always do 
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not repay debt as per schedule. In fact government of India loans to some loss -
making public enterprises are de facto grants because these loans would hardly 
be repaid even. The government of India however cannot repudiate its public 
debt because of non - recovery of its loans to state government and public 
enteiprises. There is therefore a case for considering the gross internal debt as 
the effective debt burden of government of India. 
There is no estimate of real market value of government physical assets. 
The budget document gives only capital outlay of govenmient of India at book 
value. The market value of a physical asset can be completely different from 
the original capital outlay on it. The market value of land buildings generally 
appreciates over time, and the rate of appreciation is usually more than the 
general inflation rate. The government however usually does not sell its 
property to repay its debt. Besides some government assets, or public assets 
built at government cost - like roads, dams and irrigation canals cannot be sold 
to any private party. Similarly, defence capital assets- tanks, aeroplanes, etc 
usually do not have private markets. So the actual comparison of debts should 
be with the market value of saleable government property. Privatisation of 
public enterprises can also lead to a reduction of public debt, and many 
countries in the world have often done it. 
While real values of some government assets appreciates over time 
many others depreciate. The real value of capital assets - machinery, building, 
etc- depreciates over time, and consequently they may be quite different from 
the original capital outlay. 
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In this study we shall therefore analyze only internal public debt of 
government of India in terms of financial liabilities and assets. It may be 
however important to note that so long as the privatization option exists - or it 
is possible simply to sell some government real estate - the government's 
capacity to repay the debt will be much more than what is revealed by an 
analysis of debt servicing. In general it may be conjectured that so long as debt 
is utilized for productive capital outlay there is no danger of insolvency of the 
government. It recent years the share of non - productive capital outlay of 
government of India - in defence and civilian services - seems to have gone 
up. The government of India is also now incurring debt for current 
expenditures. The net worth of government of India may therefore have come 
down in the recent period. But despite this the net worth could be quite close if 
not more than net internal public debt. 
Role of Internal Borrowing 
Of the many problems that have to be faced in the process of economic 
development of India, mobilization of financial resources is perhaps the most 
difficult one. The under developed nature of the economy and the institutional 
deficiencies have made the financing of economic development a complicated 
problem. Inevitably, the state has to play a key role in stimulating the rate of 
capital formation and in promoting the rapid development of the economy. 
The limitations of the several sources of financing economic 
development and the capital requirement for speeding up economic 
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development lead us to consider the role of public borrowing as a means of 
mobilizing financial resources. Debt financing for development has by itself 
every justification, unlike war borrowing which is unproductive borrowing, for 
investment in developmental projects leading to building up of assets which 
yield returns to the economy. 
It is therefore considered appropriate to finance a part of the 
development expenditure through borrowing. In underdeveloped countries 
money markets are not properly organized and, therefore, small savings do not 
find suitable channels. The funds flow towards purchasing of land, silver and 
gold, etc. Besides, public borrowing not only supplies a considerable part of 
financial requirement of plans, but also contributes to the growth of money and 
capital market and provides the necessary institutional framework for the 
effective implementation of monetary policy. It means public borrowing is not 
only an instrument of fiscal policy but it is also an important constituent of 
monetary policy. 
Small savings and investment in government bonds have distributional 
significance. If government obtains loans from rich people only, the inequality 
of incomes will increase, since interest payment will be made only to this class 
and thus their income will increase further. If on the other hand, savings of 
lower income groups are tapped for investment in government securities, the 
income of less rich will be augmented and this will help in reducing income 
inequalities. 
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Public borrowing acts an anti-inflationary measures as by mobilizing 
surpilus money from the hands of the people in a developing economy, it diverts 
resources from unproductive channels to productive ones. 
Other Contributions: 
Promote saving and investment: 
Internal public borrowing contributes to development not only by 
supplying funds but also in other respects. It promotes savings and investment 
which is an important condition for economic development. Government 
borrowing provide a safe investment outlet to the investors and enables them to 
contribute to the development of the economy by investing the rest of their 
funds in risky industrial ventures. 
Strengthening of Money and Capital Market 
The growth of public debt in the development of money market and 
capital market is important. The introduction of treasury bills has helped to 
establish an expanding money market in several developing economies. 
Treasury bills provide the most necessarily needed short-term investment outlet 
and being the securities with the highest possible credit standing they easily 
attract investors and help the growth of money market. It is argued by some 
economists that treasury bills should be issued by the government not only for 
securing funds with minimum cost but also for fostering growth of the short 
term money market. 
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Implementation of Monetary policy 
The growth of public debt also provides an opportunity to make the 
monetary policy an effective instrument of economic policy which has the 
object of promoting rapid development of the economy. In an under-developed 
economy as the public debt grows, the interest rate policy, and through it the 
monetary policy can be made more effective. 
Thus, internal public borrowing plays a significant role in the economic 
development of an economy not only because it obviates the need for carrying 
taxation and deficit financing too far in finding financial resources for 
development, but also because it fosters the growth of money and capital, 
markets and creates the institutional framework which facilitates the effective 
implementation of monetary policy. 
Limitations of Public Borrowing 
The scope of public borrowing is limited in developing countries like 
India for several reasons: 
1. The ability of the people to save is low. 
2. A broader and better organized public securities market does not exist in 
most under-developed countries. 
3. Inflation has been another hurdle in the way of government borrowing. 
4. People may not invest in government securities because of their 
ignorance regarding the existence of such securities in the market and 
the procedure of investment. 
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However inspite of various impediments, people may prefer to invest their 
savings in government securities since it is the safest form of investment. 
Besides, patriotic feelings and exemptions in taxation may induce the 
people to invest in government bonds. 
Measures to mobilize savings through borrowing 
1. It is very essential for the government that it should enjoy the 
confidence of the people. Political stability, sound fiscal and 
monetary policies and a firm faith in democracy may help in creating 
the necessary environment for people's confidence. 
2. The government should discourage savings being spent in 
unproductive channel, i.e. gold, etc. 
3. There must be a variety of securities offered by the government to 
suit the needs of investors belonging to different groups. 
4. Government should take effective steps to safeguard the real value of 
savings. 
5. There should be well knit financial institutions spread over in every 
possible comer of the country, which would help in channelising the 
resources for productive purposes. 
Debt servicing and other Implications 
Debt financing is viable so long as debt servicing repayment of debt and 
interest - does not distort fiscal balance and the debt - GDP ratio does not 
move to a self- sustained growth path, ie, growing on its own momentum. The 
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burden of debt servicing depends not only on the amount of debt and interest 
rates but also on maturity and mode of interest payments. The burden is 
relatively higher on shorter maturing of debt. The actual debt burden is 
however not always reflected properly in the budget. It there is no amortization 
and debt has to be paid in lump sum at the end of maturity period then the 
budget for the intermediate period will not reflect the true burden of debt 
servicing. Similarly if there is no annual payment of interest rate (zero coupon 
rate ) and entire interest due is paid at lump sum at the end of the maturity 
period then also the budget for the intermediate period will not reflect true 
burden of debt servicing. In practice debts are of various types with different 
maturity, interest rates and mode of repayment, and so the relative burden of 
debt servicing would depend on relative weights of alternative types of debt. 
Interest payment is a committed expenditure, which cannot be altered in 
the budget. Interest payment is from non - plan current expenditure which 
should be paid out of government current revenue. More than one - fifth of 
government of India tax revenue now is spent on interest payment on past debt 
and less than four- fifth is available for all other non - plan expenditures: 
defence, civilian administration, subsidy, etc. what is worse is that as interest 
burden increases the government is forced to resort to deficit financing in 
current account which in turn raises the debt and future interest payment. 
Debt - GDP ratio rises if real growth rate of GDP is smaller than real 
interest rate on debt and or primary deficit (deficit excluding interest payment) 
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rises as a proportion to GDP. The growth in debt - GDP ratio may decelerate if 
gap between real GDP growth rate and real interest rate on debt widens further. 
Government debt rises when government expenditure, current and 
capital exceeds its tax and non tax current revenue, interest receipts and profit 
from public undertakings. Normally the government makes a saving in current 
account and utilizes it for financing a part of its capital expenditure. The deficit 
in capital account raises public debt as well as real GDP through public 
investment. 
Public debt can be sustained through private savings. If private saving 
rises in relation to public debt then public debt may not crowd out private 
investment. But if private saving rate declines or even stagnates then a rise in 
public debt- GDP ratio would adversely affect private investment. An increase 
in public debt - GDP ratio in future can be sustained only by raising share of 
financial saving in household total saving and of government direct borrowing 
in household financial saving. In the long run there would be a limit to growth 
of household financial saving rate and also of share of government borrowing 
in household financial saving. When that stage is reached than any further rise 
in government budget deficit may have to be financed only thorough increasing 
monetization i.e. by printing money. Since there is a cridcal maximum money 
supply the economy can absorb at a given GDP, excessive debt financing may 
eventually lead to inflation. Once inflation sets in, real value of public debt 
declines and the debt problem is controlled. The inflafionary soludon of the 
debt problem is however costly not only in terms of economic effects but also 
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in terms of political effects. An excessive debt may also result in debt 
repudiation, a solution which is also not politically and economically desirable 
except in special circumstances, like a change of regime or war. The proper 
solution to the debt problem lies ultimately in a combination of increasing tax 
and non - tax revenue on the one hand, and curtailment of public expenditure 
on the other. Society has to determine the optimum mix of tax and debt 
financing of public expenditure keeping in view not only its current demand for 
public goods but also its implications on future generations through debt 
financing of current public expenditure. The optimum debt - GDP ratio may 
however vary from society to society depending upon social choice regarding 
public goods and inter - generational equity. 
Growth of internal public Debt in India 
The total internal public debt has increased from Rs. 2,022.30 crores in 
1950-51 to Rs. 2,83,033 crore in 1990 - 91. Thus, the burden of internal debt 
has increased about seventy six times in 1990 - 91 as compared with the 
position of 1950-51. The table explains that the internal debt has increased 
from Rs. 2,83,033 crore to Rs. 16,03,785 crore in 2004-05. It is significant to 
say that the growth rate of internal debt was 12.2 percent in 1991-92 which 
subsequently increased to 19.7 percent in 1993-94 which is a high among all 
the growth rates and after that declines to 6.5 percent in 2005-06 ( R.E). The 
internal debt is estimated at Rs. 18,91,346 crore in 2006-07 (B.E.). 
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Table 4.1 -Growth of Internal Debt 
Years 
1990-91 
1992-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
Internal Debt (Rs. In Crore) 
283,033 
317,714 
359,654 
430,623 
487.682 
554,984 
621,438 
722,962 
834,551 
933,000 
1,047,976 
1,196,245 
1,323,704 
1,457,583 
1,603,785 
1,708,885 
1,891,346 
Growth Rate (Percent) 
— 
12.25 
13.20 
19.73 
13.25 
13.80 
11.97 
16.33 
15.43 
11.79 
12.32 
14.14 
10.65 
10.11 
10.03 
6.55 
10.67 
Source: Indian Public Finance Statistics, Ministry of Finance, Govt, of India (Various Issues) 
The Table 4.2 explains the five yearly compound growth rate of internal public 
debt. The compound growth rate during 1990-95 was 11.5 percent which is 
quite high as compared to other financial years. From 1995 onwards it started 
declining and reached 8.7 percent in 2000-07 
Table. 4.2 Five Year compound growth rate on Internal Debt 
Year 
1990-2007 
1990-95 
1995-2000 
2000-07 
Compound Growth rate (percent) 
11.8 
11.5 
10.9 
8.7 
Composition of Internal Public Debt 
Internal Debt comprises loans raised in the open market , special 
securities issued to Reserve Bank, compensation and other bonds, etc. It also 
includes borrowings through treasury bills including 14 days treasury bills, 
issued to state government only, commercial banks and other parties, as well as 
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non - negotiable, non interest bearing rupee securities issued to international 
financial institutions viz., The International Monetary Fund, International Bank 
for Reconstruction and Development, International Development Association, 
International Fund for Agricultural Development, African Development Fund / 
Bank and Asian Development Bank. Government of India has launched Market 
Stabilization Scheme (MSS) in consultation with Reserve Bank of India, since 
April, 2004. The scheme envisages issue of treasury bills and / or dated 
securities to absorb excess liquidity, arising largely from significant foreign 
exchange inflows. During 2005 - 06, as per the MOU signed between central 
government and RBI, the ceiling of Rs. 80,000 crore of outstanding liabilities 
at any given time (face value of dated securities plus discounted value of 
treasury bills) was retained. The estimated outstanding liabilities under MSS in 
respect of market loans, 91/182/364 days Treasury bills are separately reflected 
in the statement of liabilities. 
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Table 4.3 (a) 
Statement of Liabilities of the Central Government ( Rs. In crores) 
A 
1 
2 
3 
4 
5 
6 
B. 
C. 
D. 
(i) 
(ii) 
(iii) 
E. 
(a) 
(b) 
Internal Debt 
Market Loans 
Market loans in course of repayment 
Treasury Bills 
Compensational and other Bond 
Special floating and other loans 
Treasury Deposits receipts and other 
floating loans 
Total Internal Debt. 
External Debt 
Total Public Debt 
Small Savings Scheme 
Other Provident Fund Etc. 
State Provident Fund 
Public Provident Fund 
Other Account 
Total other Provident Fund 
Reserve Fund and Deposits 
Bearing interest 
Not bearing interest 
Total reserve ftind and deposit 
Total liabilities 
Amount due from Pakistan on account of 
her share of pre-partition debt (approx) 
Net liabilities of the central government 
Excess of capital outlay and loans over 
liabilities. 
Total (Net) 
1950-51 
1438.46 
6.49 
358.02 
— 
212.60 
6.73 
2022.30 
32.03 
2054.33 
336.87 
— 
95.05 
— 
16.10 
111.15 
— 
260.85 
102.20 
363.05 
2865.40 
-300.00 
2565.40 
2565.40 
1960-61 
2555.72 
22.73 
1106.29 
19.08 
274.18 
3978.00 
760.96 
4738.96 
969.99 
289.14 
— 
262.23 
551.37 
142.19 
141.73 
283.92 
6544.24 
-300.00 
6244.24 
6244.24 
1965-66 
3417.28 
33.72 
1611.82 
15.13 
340.70 
5418.65 
2590.62 
8009.27 
1538.21 
527.02 
— 
694.57 
1221.59 
275.03 
285.02 
560.05 
11329.12 
-300.00 
11029.00 
935.11 
11964.23 
1977-78 
9219.18 
50.48 
8618.83 
125.20 
1018.56 
19032.25 
8984.74 
28016.99 
4902.82 
1853.56 
61.07 
2322.09 
4236.72 
1236.40 
1817.98 
3054.38 
40210.91 
-300.00 
39910.91 
989.45 
40900.00 
1980-81 
B.E 
15329.70 
47.30 
11242.30 
168.13 
2188.99 
28976.42 
10607.91 
39584.33 
7675.03 
2578.41 
212.79 
3249.26 
6040.45 
1652.86 
1928.42 
3581.28 
56881.10 
-300.00 
56581.10 
1504.23 
58085.00 
Source: India Budget Paper (Part-2) 1980-81, Ministry of Finance, Govt, of India 
99 
A 
1 
i 
ii 
iii 
iv 
V 
vi 
vii 
viii 
ix 
X 
xi 
2. 
B. 
i 
2 
i 
ii 
3 
i 
ii 
4 
i 
Table 4.3 (b) 
Statement of Liabilities of the Central Government ( Rs. In crores) 
Public Debt 
Internal Debt 
Market loans 
Market Loans in course of 
repayment 
91 days treasury bills 
91 days treasury bills funded 
into special securities 
Other special securities used 
to Reserve Bank 
182 days treasury bills 
364 days treasury bills 
Gold Bonds 1998 
Compensation and other bonds 
Special Bearers Bonds 
Securities used to international 
financial institutions 
Total Internal Debt 
External Debt 
Total Public Debt 
Other liabilities 
Small Saving Scheme 
Provident Funds 
State Provident Funds 
Public Provident Fund 
Total Provident Funds 
Other Accounts 
Special deposits of non-
government provident funds 
etc. 
Other items 
Total other accounts 
Reserve Funds and Deposits 
Bearing interest 
Not bearing interest 
Total Reserve Funds and 
Deposits 
Total Liabilities 
Amount due from Pakistan on 
account of share of pre 
partition debt (approx) 
Net liabilities of the central 
government 
Excess of capital outlay and 
loans over liabilities. 
Total (Net 
1990-91 
70520.38 
45.57 
6953.30 
66000.00 
1101.43 
1077.59 
~ 
— 
788.32 
950.97 
6566.21 
154003.77 
31524.97 
185528.74 
129029.12 
50100.18 
— 
10156.97 
2798.67 
11670.34 
33587.79 
11748.64 
45336.43 
10589.37 
11332.80 
21922.17 
314557.86 
-300.00 
314257.86 
— 
314257.86 
1991-92 
78023.07 
52.34 
8840.44 
71000.00 
1046.43 
3985.52 
— 
1110.36 
276.85 
8414.79 
172749.82 
36948.25 
209698.07 
144963.86 
55754.60 
— 
11766.14 
3770.26 
13927.23 
39686.51 
12131.61 
51818.12 
11805.13 
11658.73 
23463.91 
354361.93 
-300.00 
354361.93 
— 
354361.93 
1992-93 
81693.36 
58.48 
20613.51 
71000.00 
1046.43 
— 
8776.74 
— 
1199.49 
42.78 
14669.46 
199100.34 
42269.02 
241369.36 
160554.35 
60127.37 
11766.14 
5111.23 
16877.37 
46324.07 
13473.10 
59797.17 
13105.11 
10647.33 
23752.44 
401623.71 
-300.00 
401623.71 
— 
401623.71 
1993-94 
110610.79 
69.65 
32595.40 
71000.00 
1046.43 
— 
8385.97 
375.18 
1249.10 
14.66 
20365.17 
245712.35 
47345.02 
293057.37 
184910.99 
67284.74 
13555.04 
7037.09 
20592.13 
53305.99 
19171.71 
72477.70 
13749.68 
10806.74 
24556.42 
477668.36 
-300.00 
477668.36 
— 
477668.36 
1994-95 
130907.58 
99.26 
32327.36 
71000.00 
1046.43 
— 
8164.50 
1475.18 
1078.52 
2.70 
20365.43 
266466.96 
50928.47 
317395.43 
221215.23 
81710.46 
15556.96 
9167.80 
24724.76 
60543.93 
25243.34 
85787.27 
17268.31 
11724.43 
28992.74 
53861.66 
-300.00 
~ 
1995-96 
163986.42 
107.62 
43790.44 
71000.00 
1046.43 
— 
1874.83 
1534.40 
1757.34 
— 
22771.27 
307868.57 
51248.74 
359117.31 
247115.01 
91786.03 
— 
17813.61 
11824.89 
29638.50 
65711.81 
26298.62 
92010.43 
20034.62 
13645.43 
33680.05 
606232.32 
-300.00 
605932.32 
— 
605932.32 
Source : India Budget Paper, Ministry of Finance, Govt, of India (Various Issues) 
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Table 4.3 (c) Statement of liabilities of the Central Government 
A 
1 
(i) 
a 
b 
c 
d 
ij 
iii 
iv 
V 
vi 
vii 
viii 
ix 
X 
xi 
xii 
xiii 
2. 
B. 
1 
2 
3 
i 
ii 
4 
i 
ii 
Internal Debt 
Public Debt 
Internal Debt of which under 
MSS 
Under Market stabilization 
scheme 
Dated Securities 
91 Days treasury bills 
182 days treasury bills 
364 days treasury bills 
Market Loans 
91 days treasury bills 
91 days treasury bills fiinded into 
special securities 
Special securities converted into 
marketable securities 
Other special securities issued to 
Reserve Bank 
14 days treasury bills 
182 days treasury bills 
Ways and means advances 
364 days treasury bills 
Compensation and other bonds 
Securities issued to international 
financial institutions 
Securities against small savings 
External Debt 
Other liabilities 
National Small Savings Fund 
State Provident Funds 
Other Account 
Special deposits of non-
government provident fund etc 
Other items 
Resei"ve funds and deposits 
Bearing Interest 
Non-bearing interest 
Total liabilities 
Amount due from Pakistan on 
account of share of pre-partition 
debt, (approx) 
Net liabilities of the central 
government 
Excess of capital outlay and loans 
over liabilities 
Total (Net) 
1996-97 
398714.22 
344475.66 
—— 
— 
... 
— 
184100.96 
56518.71 
71000.0 
"""" 
1046.43 
... 
— 
— 
8240.72 
2472.04 
19562.40 
— 
54238.56 
276961.66 
118834.39 
20120.15 
100087.65 
71797.14 
28290.51 
37919.47 
24291.90 
13627.57 
675675.88 
-300.00 
675375.88 
675375.88 
1997-98 
444329,75 
388997.78 
" " • " 
— 
— 
... 
— 
216597.58 
1600.76 
101817.95 
20000.00 
1046.43 
7998.29 
... 
2000.00 
16242.65 
3108.19 
17099.98 
— 
55331.97 
333963.84 
143277.32 
24502.63 
124087.32 
79504.57 
44582.75 
42096.57 
26354.92 
15741.65 
778293.59 
-300.00 
777993.59 
777993.59 
1998-99 
516950.65 
459696.32 
• • " 
— 
... 
... 
... 
285585.15 
1500.86 
101817.95 
20000.00 
1046.43 
7148.21 
... 
3042.00 
10196.09 
7837.35 
21522.28 
... 
57254.33 
374855.53 
176220.92 
30237,47 
126802.38 
87479.45 
39322.93 
41594.76 
26612.74 
14982.02 
891806.18 
-300.00 
891506.18 
. . . . 
891506.18 
1999-00 
772691,42 
714254,23 
*"" 
— 
— 
— 
— 
355862,04 
1520.76 
102053.67 
20000.00 
1046.43 
2707.62 
1300.00 
982.00 
12996.09 
8377.25 
22208.57 
185199.80 
58437.19 
248337.96 
29591.64 
36814.03 
134424.62 
96688.98 
37735.64 
47507.67 
28005.51 
19502.16 
1021029.38 
-300.00 
1020729.38 
. . . . 
1020729.38 
1 Rs. Incroi 
2001-02 
984606.91 
913061.12 
• * " 
... 
„ . 
... 
— 
516517.48 
5046.64 
101817.95 
20000.00 
3221.74 
2494.27 
3000.00 
5176.00 
16584.16 
14380.86 
22551.41 
202270.61 
71545.79 
381801.51 
98617.28 
45894.43 
164156.95 
111388.98 
52767.97 
73132.85 
31148.67 
41984.18 
1366408.42 
-300.00 
1366108.42 
..» 
1366108.42 
Source: India Budget Paper, Ministry of Finance, Govt, of India (Various Issues) 
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A 
1 
(i) 
a 
b 
c 
d 
ii 
iii 
iv 
V 
vi 
vii 
viii 
ix 
X 
xi 
xii 
xiii 
2. 
B. 
I 
2 
3 
i 
ii 
4 
i 
ii 
Table 4.3 (d) Statement of liabilities of the Central Government 
( 
Internal Debt 
Public Debt 
Internal Debt 
of which under MSS 
Uder Market stabilization 
scheme 
Dated Securities 
91 Days treasury bills 
182 days treasury bills 
364 days treasury bills 
Market Loans 
91 days treasury bills 
91 days treasury bills funded 
into special securities 
Special securities converted 
into marketable securities 
Other special securities issued 
to Reserve Bank 
14 days treasury bills 
182 days treasury bills 
Ways and means advances 
364 days treasury bills 
Compensation and other bonds 
Securities issued to 
international financial 
institutions 
Securities against small 
savings 
External Debt 
Other liabilities 
National Small Savings Fund 
State Provident Funds 
Other Account 
Special deposits of non-
government provident fund etc 
Other items 
Reserve funds and deposits 
Bearing Interest 
Non-bearing interest 
Total liabilities 
Amount due from Pakistan on 
account of share of pre-
partition debt, (approx) 
Net liabilities of the central 
government 
Excess of capital outlay and 
loans over liabilities 
Total (Net) 
2002-03 
1080300.85 
1020688.79 
2003-04 
1187830.07 
1141705.58 
2004-05 
1336848.75 
1275971.30 
64211.16 
2005-06 
(RE) 
1424335.02 
1355943.25 
27230.16 
Is . In crores) 
2006-07 
(B.E.) 
1598746.39 
1522030.70 
73230.16 
— 
— 
— 
619105.46 
9672.88 
61817.95 
55000.00 
3595.95 
5628.04 
3000.00 
— 
23122.45 
27624.22 
23616.81 
188505.03 
59612.06 
478900.51 
175885.41 
50515.48 
172373.55 
120125.00 
52248.55 
80126.07 
37125.79 
43000.28 
1559201.36 
-300.00 
1558901.36 
1558901.36 
— 
— 
— 
— 
707965.23 
7184.43 
— 
116817.95 
3595.95 
7253.23 
— 
— 
26131.62 
48347.08 
22139.48 
202270.61 
46124.49 
548848.33 
232971.17 
55407.01 
168094.20 
119748.13 
48346.07 
92375.95 
46577.12 
45798.83 
1736678.40 
-300.00 
1736378.40 
— 
1736378.40 
25000.00 
19247.88 
— 
19963.28 
758994.65 
8337.68 
— 
111817.95 
1517.24 
14606.74. 
— 
— 
26147.55 
66423.55 
21644.17 
202270.61 
60877.45 
657572.82 
329759.50 
60717.01 
174107.16 
118640.96 
55466.20 
92989.15 
46202.79 
46786.36 
1994421.57 
-300.00 
1994121.57 
— 
1994121.57 
11000.00 
(-)1752.12 
3000.00 
14982.28 
867367.71 
8545.68 
— 
103817.95 
1489.28 
14606.74 
7609.00 
— 
26856.55 
72894.37 
21905.20 
203620.61 
68391.77 
771051.56 
418109.50 
66217.01 
18555.25 
118640.96 
185555.25 
101169.80 
53953.40 
47216.40 
2195386.58 
-300.00 
2195086.58 
— 
2195086.58 
11000.00 
24247.88 
26000.00 
11982.28 
984645.35 
8545.68 
— 
100317.95 
1489.28 
14606.74 
7499.00 
— 
26856.55 
76419.39 
21790.02 
206630.61 
76715.69 
874815.83 
505499.50 
72217.01 
183192.50 
118640.96 
64551.54 
113906.82 
60190.75 
53716.07 
2473562.22 
-300.00 
2473262.22 
— 
2473262.22 
Source: India Budget Paper, Ministry of Finance, Govt, of India (Various Issues) 
102 
The amount outstanding both under internal and external debt reflect the 
liability of government as represented by the book value of the outstanding 
debt. The outstanding stock of external liabilities is reckoned at historical rate 
of exchange on which the liability was accounted for in the books of accounts 
after netting repayments made at current exchange rates. 
In addition, Government is liable to repay the outstanding against the 
various small saving schemes, provident funds, securities issued to Industrial 
Development Bank of India, Unit Trust of India and nationalized banks, 
deposit under the special Deposit scheme and depreciation and other interest 
bearing reserve ftinds of departmental commercial undertaking, etc., deposits of 
local funds and civil deposits. 
Thus, internal public debt of the government of India can be of three 
types, viz. Permanent or funded debt, temporary or floating debt, and 
outstanding liabilities or unfunded debt. But for accounting purpose, the 
government of India has classified into following categories ( Tables 4.3 
a,b,c,d). The Market stabilization scheme ( MSS) came into effect from April 
1, 2004. The amount estimated under MSS in respect of market loans, 91/182, 
364 days Treasury Bills are Rs. 64211.16 crore in 2004 - 05 and Rs. 73230.16 
crore (B.E) in 2006 - 07. 
Market loans have a maturity period of 12 months and are generally 
interest bearing. The government issues such loans almost every year. These 
loans are raised in the open market by sale of securities. The Market loans were 
estimated at Rs. 1,84,100.96 crore in 1996 - 97. It is continuously increasing 
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and reached Rs. 7,58,994.65 crore in 2004 - 05 and Rs 9,84,645.35 crore ( B.E) 
in 2006 - 07. 
The government of India has issued special bearer bonds on 2"*^  
February 1981. These bonds will be repaid after ten years from the date of sale 
and the holders will be entitled to receive Rs. 12000 for every bond of Rs. 
10,000 on maturity. 
Such bonds have been issued by the government of India several times 
since 1950-51. The total amount of such loans was Rs. 950.77 crore in 1990-
91, which however, has not increased in 1991-92. It has reduced to Rs. 42.87 
crore in 1992-93, and further reduced to Rs. 2.70 crore in 1994-95. 
Treasury bills are the major source of short term fund for the 
government to bridge the gap between revenue and expenditure. They have a 
maturity of 91 or 364 days, and are issued every Friday. Treasury bills are 
issued to RBI , State government and commercial banks. The amount of 
treasury bills increased from Rs. 358.02 crore 1950-51 to Rs. 1106.29 crore in 
1960-61. The amount of treasury bills increased from Rs. 6953.30 crore in 
1990-91 to 64759.43 crore in 1996-97. The amount of treasury bills declined to 
Rs. 21630.8 crore in 2001-02. In budgetary estimates the amount has further 
increased to 35402,23 crore in 2006-07. 
This category comprises balance of expired loans, gold bond 1998, 
compensation and other bonds such as National Rural Development Bond and 
capital investment bond. The 7 year NRDB with an interest rate of 7.5 per 
annum were introduced from July 9, 1979, the 3 years NRDB carrying an 
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interest rate of 7.5 per annum were introduced on July 7, 1983. Capital 
investment bond were introduced on June 28, 1982 to mobilize private savings 
for public use. 
The amount of compensation and other bonds was Rs. 19.08 crore in 
1960-61 which further increased to Rs. 168.13 crore (B.E.) in 1980-81. The 
amount outstanding in 1990-91 was Rs. 788.32 crore which further rose to Rs. 
7,837.35 crore in 1998-99. In revised estimate the amount was estimated at Rs. 
72,894.37 crore in 2005 -06 and Rs. 76,419.36 crore in 2006-07 (B.E). 
Gold Bonds 1998 were estimated at Rs. 375.18 crore in 1993-94 which 
further increased to Rs. 1534.40 crore in 1995-96. 
Special floating and other loans represent the contribution of 
government of India towards the capital of international financial institutions 
such as IMF, IBRD, IDA. These are non-negotiable, non-interest bearing 
securities. The amount outstanding under special floating and other loans was 
Rs. 212.60 crore in 1950-51 which subsequently increased to Rs. 274.18 crore 
in 1960-61 and, it ftirther increased to Rs. 2,188.99 crore in 1980-81 (B.E.) The 
amount of securities issued to international financial institutions increased 
from Rs. 6,566.21 crore in 1990-91 to Rs. 22,771.27 crore in 1995-96 and to 
Rs. 23,616.81 crore in 2002-03. However in budgetary estimates for 2006-07 
the amount reduced to Rs. 21,790.02 crore. 
Special securities issued to RBI represent loans of temporary nature 
from the Reserve Bank. The special securities are non-negotiable, and non-
interest bearing. Such borrowings are for short term. Special securities are 
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issued to Reserve Bank against compulsory deposit. The amount stood at Rs. 
1101.43 crore in 1990-91 which reduced to Rs. 1046.43 crore in 1991-92, and 
was constant till 1999-2000. The amount increased to Rs. 3595.95 crore in 
2002-03 but subsequently reduced to Rs. 1517.24 crore in 2004-05 and further 
to Rs. 1489.28 crore in2006-07 (B.E.) 
Small savings have consistently increased in volume during recent years 
due to rising money incomes in the economy and also due to the various 
innovative schemes introduced by the government. Recently the government of 
India launched a number of small saving instruments. These include 9 percent 
relief bond, 1987, Kisan Vikas Patras, Indira Vikas Patra and National Savings 
Scheme etc. There was a phenomenal increase in the outstanding amount of 
small savings which increased from 336.78 crore in 1950-51, to 969.99 crore in 
1960-61. For 1980-81 (BE) small savings stood at Rs. 7,675.03 crore. This 
amount was estimated at 50,100.18 crore in 1990-91. This increased to 
1,18,834.39 crore in 1996-97 and further to 3,29,759.50 crore in 2004-05 and 
to Rs. 5,05,499.50 crore in 2006-07 (BE.). 
From the planning period provident ftind are divided into two categories 
(a) State Provident Fund (b) Public Provident Fund 
State provident fund started from an outstanding amount of Rs. 95.05 
crore in 1950-51. It increased to Rs. 289.14 crore in 1960-61. The amount of 
state provident funds increased from Rs. 10,156.97 crore in 1990-91 to Rs. 
17,813.61 crore in 1995-96. The amount increased to Rs. 60,717.01 crore in 
2004-05 to Rs. 72,217.01 crore in 2006-07 (B.E). Public provident fund was 
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framed under the public provident fund act , 1986 for the benefit of general 
public. The outstanding amount under public provident fund was estimated at 
Rs. 61.07 crore in 1977-78 which increased to Rs. 2,798.67 crore in 1990-91 
to Rs. 11,824.89 crore in 1995-96. Other accounts include mainly postal 
insurance and life annuity fund , Hindu Family Annuity Fund, income tax 
annuity deposit etc. The outstanding amount rose from Rs. 16.10 crore in 1950-
51 to Rs. 262.23 crore in 1960-61 which further rose to Rs. 3,249.26 crore in 
1980-81 (B.E.) the amount of other accounts increased from Rs. 45,336.43 
crore in 1990-91 to Rs. 92,010.43 core in 1995-96. The amount was estimated 
at Rs. 1,72,373.55 crore in 2002-03 and subsequently to Rs. 1,68,094.20 crore 
in 2003-04. 
Reserve fund and deposits are divided into two categories (a) Interest 
bearing (b) non-interest bearing. They include depreciation and reserve fund of 
Railways and department of Posts and department of Telecommunication, 
deposits of local funds etc. Reserve funds and deposits increased from Rs. 
363.05 crore in 1950-51 to Rs. 3581.28 crore 1980-81 (B.E.). the amount 
outstanding increased from Rs. 21922.17 crore in 1990-91 to Rs. 33680.05 
crore in 1995-96 which subsequently increased to Rs. 92989.15 crore in 2004-
05. 
Ways and Means advances represent that the government of India takes 
loans from RBI to meet its short period expenditure. These debts are purely 
temporary in nature and usually repaid within three months. The ways and 
means advances amounted to Rs. 2000.00 crore in 1997-98 which reduced to 
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Rs. 982 crore in 1999-2000. The amount was estimated at Rs. 5176 crore in 
2001-02. 
So public debt in India is now rising much faster than GDP, and the bulk 
of public debt in India is incurred by government of India from domestic 
private sector. A better step would be to raise tax-GDP ratio which has been 
relatively stagnant during the last decade against a rising public expenditure -
GDP ratio. The interest rate on public debt of government of India, which has 
risen in the recent years would also have been reduced. Finally a curb on 
growth of non-productive public expenditure is necessary to contain debt-GDP 
ratio within a critical level. 
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Growth and Composition of External Debt 
Introduction 
The external debt supplements the domestic resources in achieving rapid 
industrialization and economic growth. The earnings of foreign exchange are 
not sufficient in an underdeveloped economy to meet the growing capital 
import requirements of industries. The domestic resources can best meet the 
internal demand of industrialization. The lack of scientific techniques, technical 
know-how and managerial skill are some of the main hindrances in an 
underdeveloped economy. Even the domestic goods are not available in home 
market. They are imported from the foreign market. The external assistance is 
essential for the economic development of an underdeveloped country. The 
external assistance may come through different sources. It may come through 
private foreign entrepreneurs, foreign governments or through international 
agencies and organizations. 
The external debt plays a vital role in the process of development. In the 
modem age, the problems of an underdeveloped country is not their concern 
only rather it has become more a problem of the advanced countries of the 
world. The poverty, backwardness and ignorance of the underdeveloped areas 
have become the problems of the advanced nations. The international 
cooperation in the field of economic growth has become a common slogan of 
the day. Thus, it is not only the keenness of an underdeveloped country which 
attracted foreign capital in their economy. It is rather the desire of the 
developed countries too to invest their capital in an underdeveloped economy. 
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The external debt and its importance have both economic and political 
significance. A free world should be prosperous world without poverty, 
ignorance and disease. This is the common feeling of developed and 
underdeveloped regions of the world. The poor economy cannot provide 
sufficient means to get rid of the vicious circle of poverty. 
The external debt is beneficial for both the lender and recipient country. 
The requirement of both developed and underdeveloped countries can be 
fulfilled through the external debt. There is an abundance of raw material in 
underdeveloped countries but adequate capital equipment to exploit the 
available resources is missing. Equipment and expertise can be obtained from 
the developed industrial countries. Thus, foreign assistance may came in the 
form of capital equipments and can be repaid in the form of export of raw 
material "The less developed countries need the expertise and equipment which 
the industrial powers can offer, and the latter need raw material which the less 
developed countries can supply".' The external assistance help a developing 
economy to achieve take off to self sustained growth on the one hand, and on 
the other, guarantee the developed countries that the wheel of their 
development will be moving forward. The foreign assistance "is production 
and employment both in the investing and in the recipient countries, and it is 
economic growth and increased prosperity all round" . 
Role of External Debt in India 
The external debt is a necessary complementary source of financing 
plans in India. The five year plans require huge amount of capital investment 
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for the rapid industrialization and economic growth. The sufficient foreign 
exchange can only meet the growing import requirements of plans. "Foreign 
exchange is, however, a specific resource which can either be earned by large 
exports or has to be secured through an inflow of external resources."^ 
Like all other developing countries of the world the power of capital 
formation is very weak in India. The vicious circle of poverty and disguised 
unemployment is the dominant feature of the Indian economy. There is saving 
scarcity in India, it will be a very long time before India will be able to 
generate sufficient saving and exports to cover these investments. "The 
advanced countries meet the need for this capital investment from their savings 
and it is generally true to say that the richer a country is the more it can save."^ 
But the external capital cannot be a substitute for domestic capital. It can 
best supplement domestic investment. The basic requirement of planning and 
development is domestic capital. The economic development of India should 
mainly rely upon the domestic resources available. " Foreign capital has 
usually been complementary to local capital, and no less vital or valuable for 
not being the sole or major source of capital formation" .^ The widespread 
poverty and illiteracy restricts the availability of technical know how and 
managerial skills in India. Rapid growth cannot be achieved without the help of 
advanced techniques of production. Foreign aid constitutes a channel for 
production. The foreign aid constitutes a channel for the acquisition of 
advanced technical and managerial skills."^ We in India have the best example 
of the economic development of Japan where the technical know how had 
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been acquired by bringing foreign technicians and sending its own people 
abroad to learn and observe. The import of technical know-how is a must for 
India's economic development. 
The foreign exchange crisis is rampant on the horizon of Indian 
economy. The export earning is insufficient to meet the growing demand of 
foreign exchange. The demand for the traditional exports of India is also not 
YQry encouraging because the advanced countries devote greater portion of 
their trade in exchanging manufactured goods. The external debt is nothing 
new in India. Long before the history of development in underdeveloped 
countries, the external debt played a prominent part in the economic 
development of advanced countries. "India is fallowing the well trodden 
historic path in drawing upon the resources of the richest sections of the world 
to build up her productive capacity and augment her economic and technical 
resources." 
But the foreign capital cannot provide a lasting solution of the problems 
of the Indian economy. It is a temporary solution only. Planning Commission is 
right in making the observation. "External assistance is essential for this period, 
but the aim must be to make the economy more and more self-reliant, so that it 
is able to support within a period of ten or twelve years an adequate scale of 
investment from its own production and savings." 
The foreign capital should be a supplementary source of finance and not 
the principal. The principal source is the power of capital formation in the 
receiving country. "The only way to develop the economy of any country is 
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through the formation of capital. There is no other way. It does not matter if 
the country is nominally communistic , socialistic , statist or entrepreneurial, 
the process is the same, only the means differ."^ 
Though foreign assistance is very helpful because it brings scientific 
technique, technical know -how and managerial skill in the economy but the 
real progress depends upon the capital formation. 
Growth of External Debt in India 
The foreign exchange requirements is vast in India to finance the import 
content of the developmental plans. The surplus exports over imports may 
fulfill the capital import requirements of planning. But the export potentiality is 
limited to the traditional goods of exports. The exports trade does not keep pace 
with the rising import requirements resulting from an acceleration of the 
developmental process. 
The expansion in the external debt is so vast in India that the expansion 
in the volume of external debt was much higher than the increase in rupee 
debt. 
The encouraging sign in the expansion of external debt in India is that 
the imports of consumption goods are of much less significance than the 
imports of capital goods. Taking this aspect into considerafion we may say that 
the expansion of external debt is not a sign of danger in India. 
The external debt in India has grown very fast. Each successive plan is 
bigger in size and shape than the previous one. The ambitious plans promise to 
accelerate the pace of industrialization, which require vast amount of foreign 
exchange. There is a limitation of export earnings and so the plans have to 
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depend upon the external debt for the development of industrialization. The 
growth of external debt has been presented in Table -5.1. 
Tab 
Years 
1990-91 
1992-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
e 5.1 Growth of External Debt 
External Debt (Crore) 
31,525 
36,948 
42,269 
47,345 
50,928 
51,249 
54,238 
55,332 
57,254 
58,437 
65,945 
71,546 
59,612 
46,124 
60,878 
68,392 
76,716 
Growth Rate (Percent) 
— 
17.20 
14.40 
12.00 
7.56 
0.63 
5.83 
2.01 
3.47 
2.06 
12.84 
9.58 
-16.6 
-22.62 
31.98 
12.34 
12.17 
Source: Indian Public Finance Statistics, Ministry of finance, government of hidia 
Table 5.1 shows the growth of external debt in different years. The total 
external debt in India was Rs. 31525 crore in 1990-91 which rose to Rs. 51249 
crore in 1995-96. In 1999 the total external debt amounted to Rs. 58437 crore 
which rose rapidly reaching the highest level in 2001 at Rs. 71546 crores. 
Thereafter it fell down to Rs. 46124 crore in 2003-04. By 2005-06 (R.E) the 
external debt was Rs. 68392 crore. 
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Table 5.2 
Five year Compound growth rate of External Debt 
Year 
1990-2007 
1990-95 
1995-2000 
2000-07 
Compound Growth rate 
(percent) 
5.2 
10.1 
2.7 
2.2 
The Table 5.2 explains the five yearly compound growth rate of external public 
debt. The compound growth rate during 1990-95 works out to be 10.1 percent. 
This shows that external debt increased more rapidly during 1990-95, declining 
to 2.7 percent during 1995-2000 and 2.2 percent in 2000-07 respectively. 
Interest Payments and Burden of External Debt 
The external debt is a burden in the sense that the repayment of principal 
and interest involves a transfer of goods and services from the recipient country 
to the foreign country. It is in the initial stage when the debt comes to an 
economy the supply of goods and services increases but its repayment requires 
surplus of exports over the imports. If export surplus is not enough then 
foreign debt will be repaid by new debt which will impose burden upon the 
future generations. 
The external debt will not be a burden upon the economy if the debt is 
utilized to produce goods for export. The promotion of exported goods will 
build an export surplus sufficient enough to repay the debt. But unfortunately 
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the export potentiality is limited in an underdeveloped economy. The burden of 
the external debt can be reduced through proper utilizationof external debt. 
The problem of amortisation and payment of interest is compounded 
by the fact that the developing countries are still in the midst of the 
developmental process. The ability of the economy to proceed with the 
developmental effort is diluted when a large part of the government revenue is 
devoted to external public debt services. Debt service is a charge on the meagre 
export earning. Devoting a sizeable fraction of the scarce foreign exchange 
earnings to debt servicing implies a diversion of such resources for purposes 
other than imports of equipment goods and the building up of foreign exchange 
reserve which are so necessary for an expanding economy. "Sound 
management of the external public debt is not only a function of the best 
possible use of the borrowed fund, but also a function of the magnitude of the 
debt outstanding and the terms and conditions of external loans such as the 
interest rates, maturity pattern, mode of repayment and the project and source 
tying of loans."'° 
The major share of external assistance extended to India has been in the 
form of interest bearing loans. We are analysing burden of external debt with 
respect to interest payments. 
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Table 5.3 (a) Interest on External Debt (In thousands of rupees) 
No. 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
. 
Agency/Country 
IDA 
IFAD 
IMF 
IBRD 
OPEC special fund 
U.S.S.R 
ADB 
International -
Development USA 
Swiss Bank 
Saudi Arabia 
Total 
Year 
1990-91 
1,74,99,19 
3,33,58 
48,84 
10,22,71,14 
2,29,60 
53,47,78 
14,91,12 
80,56,19 
2,54,94 
5,12,05 
1,36,04,443 
1991-92 
2,54,21,56 
4,39,90 
1,21 
14,74,30,38 
2,82,88 
76,91,14 
56,86,99 
1,16,99,90 
4,23,07 
7,26,16 
1,99,80,319 
1992-93 
3,38,30,47 
6,17,43 
18,96,30,11 
3,71,25 
60,12,15 
1,33,56,23 
1,37,73,14 
7,61,93 
8,96,06 
2,59,24,877 
1993-94 
3,57,73,75 
6,13,24 
19,38,33,35 
3,60,41 
46,67,82 
2,09,65,61 
1,28,09,46 
10,71,15 
7,68,17 
2,70,86,296 
Source-Union Finance Accounts, Ministry of Finance, Govt, of India.(Various Issue) 
118 
Table 5.3 (b) Interest on External Debt (In thousand of rupees) 
No. 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8, 
9. 
10. 
Agency /Country 
IDA 
IFAD 
IMF 
IBRD 
OPEC special flmd 
U.S.S.R 
ADB 
International -
Development USA 
Swiss Bank 
Saudi Arabia 
Total 
1994-95 
3,82,63,94 
6,36,67 
' 
20,20,96,22 
3,16,02 
41,59,00 
2,47,66,48 
1,41,61,54 
13,10,75 
6,61,62 
2,86,37,224 
Year 
1995-96 
4,37,08,56 
7,21,93 
" 
21,24,19,94 
2,71,68 
55,18,81 
3,45,49,16 
1,34,13,87 
16,62,27 
4,68,40 
3,12,73,462 
1996-97 
4,65,20,54 
8,59,57 
w 
19,50,36,04 
2,20,06 
20,60,23, 
4,09,61,03 
1,36,30,25 
14,44,70, 
4,11,48 
3,01,14,390 
1997-98 
4,82,52,40 
7,43,31 
• 
17,59,06,83 
m,9i 
" 
4,65,03,35 
1,36,20,72 
11,83,18 
3,07,08 
2,86,68,578 
Source-Union Finance Accounts, Ministry of Finance, Govt, of India.(Various Issue) 
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Table 5.3 (c) Interest on External Debt (In thousand of rupees) 
No. 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
Agency/Country 
IDA 
IFAD 
IMF 
IBRD 
OPEC special fund 
U.S.S.R 
ADB 
International -
Development USA 
Swiss Bank 
Saudi Arabia 
Total 
Year 
5,66,40,60 
8,68,08 
-
17,53,67,93 
1,71,86 
1999-2000 
6,03,56,57 
9,53,94 
-
16,60,92,88 
1,70,60 
-
5,49,54,87 
1,45,55,82 
11,02,41 
2,65,73 
3,03,92,730 
6,37,84,73 
1,39,63,74 
8,16,96 
2,14,40 
3,06,35,382 
2000-01 
6,28,45,91 
9,85,25 
-
14,60,29,00 
1,96,35 
-
7,32,68,52 
1,35,86,94 
5,97,77 
2,05,29 
2,97,71,503 
2001-02 
6,71,89,88 
10,00,98 
-
13,12,84,25 
2,3,40 
-
8,12,21,71 
1,30,15,42 
4,32,05 
1,77,09 
2,94,55,678 
Source-Union Finance Accounts, Ministry of Finance, Govt, of India.(Various Issue) 
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Table 5.3 (d) Interest on External Debt (In thousand of rupees) 
No. 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
r 
Agency/Country 
IDA 
FAD 
IMF 
IBRD 
OPEC special fund 
U.S.S.R 
ADB 
International -
Development USA 
Swiss Bank 
Saudi Arabia 
lotal : 
Year 
2002-03 
7,32,60,80 
10,72,32 
11,57,48,42 
2,56,77 
— 
8,30,18,53 
1,19,54,09 
3,73,79 
1,51,41 
2,85,83,613 
2003-04 
7,68,80,30 
11,31,18 
5,70,36,34 
2,16,03 
-
2,83,18,30 
1,01,97,85 
2,60,96 
47,05 
1,74,18,801 
2004-05 
8,66,43,44 
11,54,60 
2,97,61,61 
1,60,46 
-
1,67,10,71 
89,23,06 
2,21,51 
1,43,57,539 
2005-06 
822,29,21 
11,29,45 
— 
6,82,74,48 
1,11,13 
~ 
2,77,19,49 
77,38,04 
1,49,51 
~ 
1,87,35131 
Source-Union Finance Accounts, Ministry of Finance, Govt, of India.(Various Issue) 
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The period of maturity plays an important role in tiie determination of 
the burden of repayment. If external debts are to repaid over short period, it 
would involve a heavier burden on the recipient country's economy. On the 
basis of the period of maturity, external public debt can be classified into short 
term loans, medium term loans and long term loans. Loans repayable in less 
than 10 years may be considered short term loan, repayable in 11 to 20 years 
may be treated as medium term loans and loans repayable over 20 years or 
more as long term loans. At any given rate of interest a short term loan is 
cheaper than a long term loan. Table 5.3 (a,b,c,d) shows interest payment on 
external debt, which India borrowed from different countries and international 
agencies. It has to repay principal amount with interest payment. The Table 5.3 
(a.b,c,d) shows that how much interest payment has to be paid by India from 
1990 onwards. 
Growth of multilateral financial agencies as important sources of 
development finance is largely a post world war -II phenomenon. The Great 
Depression had dealt a death blow to the international private bond market. 
Till 1914, the London Money Market which was the queen of the financial 
world constituted the venue where the government bonds of various countries 
were dealt in . After the first world war the London Bond Market for obvious 
reasons yielded the first place to the New York Money Market. The Great 
World Depression and the Second World War created first a vaccum and then 
loss of confidence. The Bretton Woods Conference (1944) led to the 
establishment of International Bank for Reconstruction and Development 
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which was intended to constitute a linic between the borrowing governments, 
on the one hand , and the lending governments and private capital on the other. 
Prior to 1960 the IBRD was the only major multilateral source of development 
assistance. Since then the International Development Association ( IDA) and 
other specialized UN agencies such as the FAO and the UNESCO have entered 
the scene and have set about expanding their operations at a rapid pace. The 
case for multilateral assistance rests on political , economic and institutional 
grounds. 
The International Bank for Reconstruction and Development has been 
extending loans to India since 1949 for various development projects both in 
the public and private sector. The government of India borrows loans on which 
they have to pay interest. So the interest given by the government of India to 
the IBRD of Rs. 1,02,27,114 thousands in 1990-91 increased to Rs. 
2.12.41.994 thousands in 1995-96. It started declining subsequently and stood 
at Rs. 29,76,161 thousand in 2004 -05. The repayment period of the loans 
varies between 10 to 30 years including a grace period from 2 to 10 years. 
IDA is an affiliate of the World Bank. It has been extending assistance 
to India on concessionary terms since June 21, 1961. In the initial years of IDA 
operations, India absorbed more than one half of total lending by the IDA. The 
IDA has been financing various capital projects such as construction of 
National Highways, power projects like DVC and Koya project, Railway 
projects, Development of telecommunication etc. The period of repayment is 
spread over 50 years including a moratorium period of 10 years uniformly 
12: 
before the commencement of repayment. Such loans are most suitable for a 
developing country like India whose external debt servicing is beginning to 
impose a heavy burden on the economy. The interest given to IDA loans was 
Rs. 17,49,919 thousands in 1990-91 which increased to Rs. 86,64,344 thousand 
in 2004-05. 
The Soviet Assistance for India's economic development began in 1955. 
Important Soviet aided projects are Bhillai and Bokaro steel plants, heavy 
machine building plant at Ranchi, coal mining, heavy Electrical Plants at 
Ranipur, Oil refineries at Barauni and Koyali etc. A significant feature of the 
Soviet credits has been that both the payment of interest and repayments of 
principal are made in rupees which are used by the government of USSR for 
purchase of commodities in India in accordance with the Indo-Soviet Trade 
Agreements. This provided a great advantage to India as it enabled the further 
development of India's export industries and agriculture and saved its goal and 
ibreign exchange. The interest given to USSR amounted to Rs. 5,34,778 
thousand in 1990-91 which increased to Rs. 7,69,114 thousands in 1991-92 and 
started declining, reaching the figure of Rs. 2,06,023 thousands in 1996-97. 
The interest paid by the government of India to Asian Development 
Bank (ADB) was Rs. 1,49,112 thousands in 1990-91 which increased to Rs. 
83.01,853 thousands in 2002-03. Subsequently it started declining reaching a 
figure of Rs. 27,71,949 thousand in 2005-06. 
124 
The government of India paid interest to International Development 
USA which amounted to Rs. 8,05,619 thousand in 1990-91 and Rs. 14,55,582 
thousands in 1998-99 and started declining to Rs. 7,73,804 thousand in 2005 -
06 
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Public Debt in the Development Finance of India 
Introduction 
In a developing country like India, it is difficult to stimulate the growth 
of the economy with stability. It is difficult to consider any single factor as the 
prime mover in the process of economic development. Development conscious 
people, reasonably abundant natural resources, spirited enterprise, technically 
trained labour force and dedicated civil services are the essential requirements 
for achieving rapid economic development. But capital formation or 
mobilization of financial resources is fundamental to the whole problem of 
economic development. Prof Ursula K. Hicks observed, "Choosing the 
appropriate method of finance can not make a bad plan good, but it can make it 
better. Using the wrong methods can wreck even the best of plans."' Therefore, 
selection of an appropriate method of financing a development plan is very 
important for the success of development plans. 
Public Debt in the Development Finance of India 
There has been a phenomenal increase in the internal public debt of 
India due to increased activities of the government of India. The internal 
public debt increased from Rs. 2,83,033 crore in 1990-91 to Rs. 10,47,976 
crore in 2000-01. The internal debt has been increasing continuously for 
developmental expenditure. The internal debt was estimated at Rs. 17,08,885 
crore in 2005-06 (R.E) and Rs. 18,91,346 crore in 2006-07 (B.E.) 
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The external debt increased from Rs. 31,525 crores in 1990-91 to Rs. 
71,546 crores in 2001-02 but subsequently declined to Rs. 46,124 crore in 
2003-04 . In 2004-05 it recorded an increase of Rs. 60,878 crores and reached 
a figure of Rs. 76,716 crore in 2006-07 (B.E.). 
Besides, there are other liabilities upon the government of India, which 
have contributed in financing the development plans, such as contribution of 
public in small savings scheme, provident funds, reserve funds and deposits. 
The amount deposited under these heads is utilized for financing development 
expenditure. These are to be repaid by the government of India. They have 
increased from Rs. 1,29,029 crore in 1990-91 to Rs. 2,47,115 crore in 1995-96. 
These liabilities are estimated at Rs. 6,57,572 crore in 2004-05 which further 
increased to Rs. 8,74,815 crore in 2006-07 (B.E) 
Taking all the liabilities together of the government of India is known as 
total liabilities. The total liabilities of government of India have increased from 
Rs. 4,43,587 crore in 1990-91 to Rs. 8,53,348 crore in 1995-96. The total 
liabilities estimated at Rs. 23,22,235 crore in 2004-05 which is further increase 
to Rs. 28,42,877 crore in 2006-07 (B.E). 
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TabIe-6.1 
Mobilization of Resources by the Government through Public borrowing 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-7(B.E) 
Internal 
debt 
283033 
317714 
359654 
430623 
487682 
554984 
621438 
722962 
834551 
933000 
1047976 
1196245 
1323704 
1457583 
1603785 
1708885 
1891346 
External debt 
31525 
36948 
42269 
47345 
50928 
51249 
54238 
55332 
57254 
58437 
65945 
71546 
59612 
46124 
60878 
68392 
76716 
Other 
liabilities 
129029 
144964 
160554 
184911 
221215 
247115 
276962 
333964 
374856 
248338 
298898 
381802 
478900 
548848 
657572 
771051 
874815 
Total 
liabilities 
443587 
499626 
562477 
662879 
759825 
853348 
952638 
1112258 
1266661 
1239775 
1412819 
1649593 
1862216 
2052555 
2322235 
2548328 
2842877 
Source: Indian Public Finance Statistics, Ministry of Finance, Govt, of India (Various Issues) 
Thus, borrowing has been very helpful in mobilizing resources for 
development plans of India. Since the burden of taxation is already weighing 
heavily upon the people, there is limited scope for mobilizing resources 
through taxation. Since the economy is in the grip of galloping inflation, there 
is little scope to mobilize resources through further recourse to deficit 
financing. Hence, additional resources should be mobilized through public 
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borrowing so as to avoid furtlier increase in the burden of taxation and 
minimizing deficit financing. 
Moreover, debt financing for development projects is justified in itself 
when public projects are loan financed rather than tax financed. Hence, it is 
fully justified that additional resources for financing successive development 
plans be financed through public borrowing. "Tax revenue is mostly utilized 
for the normal expenditure of the government and, therefore, for financing 
economic development, there is heavy reliance on funds borrowed internally 
and externally."^ 
Public Debt and Asset Creation 
If the rise in public debt is accompanied by a corresponding increase in 
the rate of asset creation, the burden of public debt would be less onerous. If 
borrowed funds are used for creating assets in public projects, the income of 
the nation is bound to rise along with the rise in the government obligation. The 
cost or the burden should be offset by the benefits that the debt creation 
confers. 
In India, the rising internal public debt has certainly contributed to the 
increase in national income. The money raised by the government through 
borrowing is generally utilized for the purpose of investment in departmental 
undertakings, like railways, post and telegraph, overseas communication 
services, road and transport schemes and atomic energy development. Usually 
investment are made in autonomous corporations and companies like Damodar 
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Valley Corporation, Air Corporation, Shipping Corporation, Heavy Electricals, 
Hindustan Steels etc. 
The government of India has contributed to the capital of the industrial 
and agricultural lending institutions which are contributing to the development 
of agriculture and industries in the economy. 
Besides, in recent years the government has raised money for granting 
development loans to state governments and union territory governments. The 
states have utilized the funds borrowed from the central government for 
financing industrial, agricultural and other development schemes. However, the 
public undertakings in which the government has invested the borrowed funds 
are not yielding adequate returns. The present trend of the working and 
performance of public undertakings is not very satisfactory. 
Besides, the resources raised through borrowings are directed for the 
development and creation of assets of various services which are useful for the 
economic and social development of the country. These are-
(a) General services (b) Social and community services 
(c) Economic services (d) Loans advanced by the Central Government. Thus, 
most of the resources raised through public borrowings is directed to 
development and plan expenditure. 
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Table 6.2 (a) 
Capital Investment and Loans by the Central Government 
(Rs. In crores) 
1950-51 1960-61 1965-66 1977-78 1980-81 
(B.E.) 
Capital outlay 
General services 496.74 956.10 1700.61 4188.38 5972.14 
(i) Defence services 260.93 454.34 874.13 2868.87 3648.32 
(ii) Other general services 235.81 501.76 826.48 1319.51 2323.82 
Social and community services 26.25 76.83 149.60 720.35 1090.30 
Economic services 965.02 2557.28 4734.45 16204.71 22345.56 
General Economic Services 36.93 50.46 67.26 557.35 743.38 
Agriculture and Allied Services 7.78 140.14 112.39 941.60 1784.89 
III Industry and Minerals 34.34 579.31 1409.07 6769.19 9229.54 
IV Water and power development 5.59 40.92 62.80 890.09 1766.67 
Transport and communication 
(a) Railways 817.93 1512.57 2672.02 4831.40 5963.59 
(b) Postal services 49.98 139.99 264.98 574.19 681.13 
(c) Other transport and communication 12.47 93.89 145.93 1640.89 2176.36 
Grand Total 1488.01 3590.21 6584.66 21113.44 29408.00 
Loans advanced by the Central 
government 
State government 195.58 1909.63 3970.57 11498.49 16534.48 
Union Territory Government 40.61 179.22 351.55 
Foreign Government 0.01 29.17 27.65 337.24 336.98 
Public sector enterprises, railways 
development and revenue fund, post 
and telegraph, post trust , 
municipalities and statutory bodies, 
co-operative and educational 
institutions, displaced persons and 
private institutions etc. 
24.58 590.36 1329.11 7648.12 11244.94 
Government servant 0.51 5.32 11.63 123.85 209.38 
Total 220.68 2534.48 5379.57 19786.92 28677.33 
Total capital outlay and loans 
advanced by the central government 
1708.69 6124.69 11964.23 40900.36 58085.33 
Excess of liabilities over capital 
outlay and loans advanced 
856.71 119.55 
Total 2565.40 6244.24 1196.23 40900.36 58085.33 
Source: India Budget Paper { Part-2) 1980-81, Ministry of Finance, Govt, of India (Various Issues) 
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Table 6.2 (b) 
Capital Investment and Loans by the Central Government 
(Rs. In crores) 
A. 
1 
(i) 
(ii) 
2 
3 
i 
ii 
iii 
iv 
(a) 
(b) 
(V) 
vi 
(a) 
(b) 
vii 
(a) 
(b) 
(c) 
(viii) 
(ix) 
B 
Capital outlay 
General services 
Defence services 
Other general services 
Social services 
Economic services 
Agriculture and Allied Services 
Rural development 
Special areas program 
Water and power development 
Irrigation and flood control 
Energy 
Industry and Minerals 
Transport 
Railways 
Other transport services 
Communication 
Postal services 
Tek communication services 
Other communication services 
Science and technology 
environment 
General Economics services 
Disbursement by UTs 
Grand Total 
Loans advanced by the Central 
government, net of loan recovery 
State government 
Union territory government 
Foreign government 
Investment in special securities of 
states under National Small Savings 
fund 
Public sector enterprises, railways 
development and revenue fund, post 
and telegraph, post trust , 
municipalities and statutory bodies, 
co-operative and educational 
institutions, displaced persons and 
private institutions etc. 
Government servant 
Total 
Total capital outlay and loans 
advanced by the central government 
Excess of liabilities over capital 
outlay and loans advanced 
Total 
1990-91 
31022.66 
24026.91 
6995.75 
3749.24 
87243.74 
4443.26 
3.07 
662.04 
1991-92 
31685.61 
28932.34 
2753.27 
4087.71 
99301.78 
4500.71 
10.39 
770.16 
1992-93 
37607.38 
34405.64 
3201.74 
4483.72 
113200.36 
4554.45 
20.21 
907.72 
1993-94 
45024.02 
41273.03 
3750.99 
4880.63 
132505,38 
4616,08 
24.95 
1047.97 
1994-95 
52167.98 
48092.45 
4075.53 
5253.86 
144077.46 
5200,66 
6.35 
1234.01 
271.37 
21206.52 
23714.53 
289.61 
22940.64 
23898.93 
308.76 
24529.09 
24469.69 
320.01 
26327.22 
27924.43 
169.01 
29361.59 
28738.78 
17118.51 
6733.19 
18874.66 
7518.53 
21463.77 
8352.23 
22438,24 
9312.98 
23583.02 
10014.77 
345.30 
3417,92 
399.34 
1296.51 
7631.50 
371.74 
3324.66 
397.50 
1411.81 
14992.44 
418.47 
3351.48 
400.42 
1553.36 
22870.71 
467,54 
3440.80 
403,77 
1728.73 
34452.66 
535.50 
3363.87 
409,79 
1949.42 
39510,69 
122015.64 
— 
73889.13 
222.22 
2103.10 
135075.10 
— 
83264.54 
264.75 
1545,61 
37876.86 
633.35 
114724.66 
236740.30 
77517.56 
314257.86 
40615.38 
712.64 
126402.92 
261478.02 
92883.91 
354361.93 
155291.46 
— 
91253.57 
300.92 
687.00 
42638,60 
791.60 
135671.69 
290963.15 
110660.56 
401623.71 
182410,03 
— 
101154,21 
471.87 
471.17 
201499,30 
... 
114914,84 
1023,96 
466.38 
44517,35 
851.32 
147465.92 
329875.95 
147792.41 
477668.36 
43046.32 
877,11 
160328,61 
361827.,91 
176482.75 
538310,66 
Source: India Budget Paper, Ministr)' of Finance, Govt, of India (Various Issues) 
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Table 6.2 (c) 
Capital Investment and Loans by the Central Government 
(Rs. In crores) 
A. 
1 
(i) 
(ii) 
2 
3 
i 
ii 
iii 
iv 
V 
(a) 
(b) 
vi 
(a) 
(b) 
vii 
(a) 
(b) 
(c) 
viii 
ix 
B 
C 
Capital outlay 
General services 
Defence services 
Other general services 
Social services 
Economic services 
Agriculture and Allied Services 
Rural development 
Special areas program 
Water and power development 
Irrigation and flood control 
Energy 
Industry and Minerals 
Transport 
Railways 
Other transport services 
Communication 
Postal services 
Tele communication services 
Other communication services 
Science and technology environment 
General Economics services 
Disbursement by UTs 
Grand Total 
Loans advanced by the Central government, 
net of loan recovery 
State government 
Union territory government 
Foreign government 
Investment in special securities of states 
under National Small Savings fund 
Public sector enterprises, railways 
development and revenue fund, post and 
telegraph, post trust , municipalities and 
statutory bodies, co-operative and 
educational institutions, displaced persons 
and private institutions etc. 
Government servant 
Total 
Total capital outlay and loans advanced by 
the central government 
Cash balance under MSS 
Grand Tota 
Excess of liabilities over capital outlay and 
loans advanced 
Total 
1995-96 
61005.48 
56107.50 
4897.98 
5869.87 
152211.27 
5571.01 
8.29 
1454.85 
183.42 
31842.20 
29049.50 
24708.58 
10951.44 
589.60 
3363.87 
417.36 
2176.36 
41894.57 
219086.62 
128912.79 
1863.14 
526.81 
45691.08 
895.47 
177889.29 
396975.91 
— 
208956.41 
605932.32 
1996-97 1997-98 
70349.45 
64615.92 
5733.53 
6548.67 
158722.09 
5916.41 
9.85 
1685.25 
80334.67 
73719.43 
6615.24 
7178.44 
169051.13 
6261.23 
12.29 
1740.48 
205.83 
33066.57 
30272.19 
223.96 
36034.24 
31161.55 
26079.92 
12310.22 
27627.15 
14141.00 
633.37 
3363.87 
424.32 
2421.13 
42333.16 
673.98 
3363.87 
434.71 
2628.64 
44748.03 
235620.21 256564.24 
145572.66 1 167961.95 
2694.64 
542.68 
47816.97 
882.41 
197509.36 
433129.57 
3636.52 
652.52 
— 
48995.33 
963.63 
222209.95 
478774.19 
— 
242246.31 
675375.88 
299219.40 
777993.59 
1998-99 
91255.04 
83755.37 
7499.67 
8193.11 
183491.41 
6586.35 
17.05 
1829.80 
237.98 
38366.69 
32904.41 
29812.26 
16050.21 
717.80 
3694.36 
118.50 
2914.15 
50241.85 
282939.56 
198512.25 
4408.40 
838.55 
-~ 
49120.82 
1239.04 
254119.06 
537058.62 
537058.62 
354447.56 
891506.18 
1999-00 
104149.14 
95610.22 
8538.92 
9341.83 
199446.49 
7715.51 
19.56 
1909.73 
250.36 
40455.98 
33910.67 
32391.66 
19658.69 
773.69 
3297.50 
465.22 
3342.67 
55255.25 
312937.46 
209882.44 
4709.54 
992.37 
26936.65 
50405.52 
1660.77 
294587.29 
607524.75 
607524.75 
413204.63 
1020729.38 
Source: India Budget Paper, Ministiy of Finance, Govt, of India (Various Issues) 
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Table 6.2 (d) 
Capital Investment and Loans by the Central Government 
(Rs. In crorcs) 
A. 
1 
(>) 
(ii) 
2 
3 
i 
ii 
iii 
iv 
(a) 
(b) 
V 
vi 
(a) 
(b) 
vii 
(a) 
(b) 
(0 
(viii) 
(ix) 
B 
C 
Capital outlay 
General services 
Defence services 
Other general services 
Social services 
Economic services 
Agriculture and Allied Services 
Rural development 
Special areas program 
Water and power development 
Irrigation and flood control 
Energy 
Industry and Minerals 
Transport 
Railways 
Otiier transport services 
Communication 
Postal services 
Tele communication services 
Other communication services 
Science and technology 
environment 
General Economics services 
Disbursement by UTs 
Grand Total 
Loans advanced by the Central 
government, net of loan recovery 
State government 
Union territory government 
Foreign government 
Investment in special securities of 
states under National Small 
Savings fund 
Public sector enterprises, railways 
development and revenue fund, 
post and telegraph, post trust , 
municipalities and statutory bodies, 
co-operative and educational 
institutions, displaced persons and 
private institutions etc. 
Government servant 
Total 
Total capital outlay and loans 
advanced by the central 
government 
Cash balance under MSS 
Grand Total 
Excess of liabilities over capital 
outlay and loans advanced under 
MSS 
Total 
2001-02 
135632,77 
124201.18 
11431.59 
6887.65 
226981.42 
7562.16 
22.38 
2356.12 
272,19 
46128.31 
36358,97 
41038.03 
25582,80 
872.41 
5001.27 
118,50 
4366,92 
57301,36 
— 
369501,84 
228901,80 
5013,79 
1485,60 
95219,86 
58063,44 
2406,12 
391090,61 
760592.45 
— 
760592,45 
605515,97 
1366108,42 
2002-03 
151980.93 
139154.03 
12826.90 
7844.45 
240268,54 
7631,28 
24,37 
2554,29 
286,52 
48967.24 
37296.21 
46651.75 
28867.61 
914.66 
5083.81 
60,73 
4850,14 
57079,93 
— 
400093,92 
227342,98 
4500.36 
2198,47 
147481.34 
56640,71 
2509,91 
440673.77 
840767,69 
— 
840767,69 
718133.67 
1558901,36 
2003-04 
170757.07 
156016.64 
14740.43 
8949.64 
254016.06 
7706.07 
25.15 
2767.32 
— 
298.64 
51074.02 
37424.76 
— 
53566,65 
32213.16 
— 
963.02 
4603.39 
586.39 
5545.44 
5545.44 
— 
433722.77 
192981,23 
3141.59 
2692.30 
215123.29 
53444.33 
2452.21 
469834.95 
903557.72 
... 
903557,72 
832820,68 
1736378,40 
2004-05 
204829.87 
188010.43 
16819,44 
9777.12 
272552.81 
7788.98 
27,03 
3018.33 
— 
311.51 
54474.08 
38497.90 
-
62034.65 
35537.15 
-
1089.32 
4718.39 
615.02 
6512,58 
57927,87 
... 
487159.80 
160045.09 
1123,40 
3135.60 
301535.72 
63869.41 
2341.57 
532050,79 
1019210.59 
64211.16 
1083421,75 
910699.82 
1994121.57 
2005-06 
RE 
240775.08 
221085.57 
19689.51 
10588.94 
291254.94 
8404,23 
27.03 
4766.59 
326.25 
55850.03 
39697.03 
69219.65 
41121.24 
1439.98 
4718.43 
633.43 
7713.57 
57337,02 
273.73 
542892.41 
157002.92 
1184.40 
3505.17 
389985.72 
65291.65 
2247.57 
619217.43 
1162109.84 
27230.16 
1189340.00 
1005746.58 
2195086.58 
2006-07 
BE 
281420.26 
258543.57 
22876.69 
11753.77 
311609.24 
8549.41 
27.03 
6877.15 
335.74 
57913.86 
41241.93 
76019.79 
45367.31 
1808.76 
4718.39 
763.04 
8923.60 
59063.23 
1206.53 
605989.80 
154495.96 
1175.36 
3610.18 
473475.72 
67144.04 
2167.57 
702068.83 
1308058.63 
73230.16 
1381288.79 
1091973.43 
2473262.22 
Source: India Budget Paper , Ministry of Finance, Govt, of India, (Various Issues) 
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(a) General Services 
General services include administrative services such as Public Service 
Commission, police, supplies and disposal, stationery and printing, public 
works, etc. and defence services. The investment expenditure of General 
Services increased from Rs. 496.74 crores in 1950-51 to Rs. 5972.14 crore in 
1980-81 (B.E.) The expenditure on these services was Rs. 31,022.66 crores in 
1990-91 and Rs. 61,005.48 crores in 1995-96. It is estimated at Rs. 2,04,829.87 
crores for 2004-05 and Rs. 2,40,775.08 crores (R.E) for 2005-06 and Rs. 
2,81,420.26 crores (B.E) for 2006-07. 
(b) Social Services 
Social and community services include services such as education, 
sports, arts and culture, medical and public health, family welfare, housing, 
urban development, labour and employment, social security and welfare and 
other social services. The investment expenditure on social services has 
increased from Rs. 26.25 crore in 1950-51 to Rs. 1090.30 crore in 1980-81 
(B.E.). The expenditure has increased from Rs. 3,749.24 croes in 1990-91 to 
Rs. 5869.87 crores in 1995-96. It is estimated at Rs. 6887.65 crores for 2001-02 
and Rs. 10588.94 crores (R.E) for 2005-06 and Rs. 11753.77 crores (B.E) for 
2006-07. 
(c) Economic Services 
Economic services include Agriculture and Allied activities, such as 
Animal Husbandry, Dairy Development, Fisheries, Forestry and Wildlife, Food 
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Storage and Warehousing, Rural Development and other programmes etc. 
capital expenditure made on major, medium and minor irrigation works. 
Economic services also include power projects, Industry and minerals, 
small scale and village industry. Railways, Port and Light Houses, Atomic 
Energy, Telecommunication and Electronic, Metallurgical industries, Cement 
and Fertiliser Industries etc. The expenditure on economic services increased 
from Rs. 965.02 crore in 1950-51 to Rs. 22,345.56 crore in 1980-81 (B.E.). The 
Expenditure on economic services increased from Rs. 965.02 crore in 1950-51 
to Rs. 22,345.56 crore in 1980-81 (B.E.). 
Investment expenditure made on such services was of the order of Rs. 
1,44,077.46 crore in 1994-95 and Rs. 1,99,446.49 crores in 1999-2000, The 
expenditure on economic services was Rs. 2,72,552.81 crores for 2004-05 and 
Rs. 2,91,254.66 crores (R.E) for 2005-06 which further increased to Rs. 
3,11,609.24 crores (B.E) for 2006-07. 
(d) Loans Advanced by the Central Government 
The amount of loans advanced by the central government to state 
government for investment expenditure increased from Rs. 195.58 crore in 
1950-51 to Rs. 16,534.48 crore in 1980-81 (B.E.) The expenditure was Rs. 
73,889.13 crores in 1990-91 which further increased to Rs. 1,45,572.66 crores 
in 1996-97. It is estimated at Rs. 2,27,342.98 crores for 2002-03 which 
decreased to Rs. 1,57,002.92 crore (R.E) for 2005-06 and Rs. 1,54,495.96 
crores (B.E) for 2006-07. 
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The loan advanced to Union Territory governments for investment 
expenditure increased from Rs. 40.61 crore in 1965-66 to Rs. 351.55 crore in 
1980-81 (B.E.). The = - - ^ - ---^ loan: was Rs. 222.22 crores in 
1990-91. By the turn of the century it stood at Rs. 4,709.54 crores in 1999-
2000. However from 2002-03 it started declining and was estimated at Rs. 
1,184.40 crores (R.E) for 2005-06 and Rs. 1,175.36 crores (B.E) for 2006-07. 
The amount of such loans to foreign government increased from Rs. 
0.01 crore in 1950-51 to Rs. 336.98 in 1980-81. The expenditure on such loans 
was Rs. 466.38 crores in 1994-95 which further increased to Rs. 992.37 crores 
in 1999-2000. It is estimated at Rs. 3,505.17 crores (R.E) for 2005-06 and Rs. 
3,610.18 crores (B.E) for 2006-07. 
The amount of such loans to public sector enterprises. Railways and 
Post & Telegraph, Port Trust, Municipalities and Statutory Bodies, Co-
operative and educational institutions etc; increased from Rs. 24.58 crore in 
1950-51 to 11,244.94 crore in 1980-81 (B.E.). The amount of such loans 
increased from Rs. 37,876.86 crores in 1990-91 to Rs. 47,816.97 crores in 
1996-97. It is estimated at Rs. 58,063.44 crores for 2001-02 and Rs. 65,291.65 
crores (R.E) for 2005-06 and Rs. 67,144.04 crores for 2006-07.(B.E.) 
The amount of such loans to government servants for investment 
expenditure increased from Rs. 0.51 crore in 1950-51 to Rs. 209.38 crore in 
1980-81 (B.E.). The expenditure on such loans was Rs. 633.35 crores in 1990-
91 which further increased to Rs. 895.47 crores in 1995-96. It is estimated at 
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Rs. 2,509.91 crores in 2002-03 but this amount gradually decreased to Rs. 
2,247.57 crores (R.E) for 2005-06 and Rs. 2,167.57 crores (B.E) for 2006-07. 
The amount of loans advanced by the central government for investment 
expenditure i.e. Public sector Enterprises, foreign governments and fmancial 
institutions and Government servants taken together which increased from R, 
220.68 crore in 1950-51 to Rs. 28677.33 crore in 1980-81 (B.E.). The total 
expenditure was Rs. 1,14,724.66 crores in 1990 which increased to Rs. 
2,54,119.06 crores in 1998-99. It is estimated at Rs. 6,19,217.43 crores (R.E) 
for 2005-06 and Rs. 7,02,068.83 crores (B.E) for 2006-07. 
So public debt plays an important role in development finance of India, 
If borrowings are used for investment expenditure and for creation of assets, 
this sort of expenditure is developmental in nature. Thus, if the funds raised are 
used for development purpose, the burden of public debt can not have adverse 
effect upon the economy but will have positive effects. 
A Profile Of Interest Payments In India 
However public debt in India is of immense dimension. During the 
period 1990 -91 to 2006-07 public debt as percentage of GDP was more than 
50% for most of the years. This imposed a heavy burden of interest payments 
on the economy. A large part of the revenue is used up in servicing the debt. In 
fact interest constitutes the biggest single item on which non plan expenditure 
has to be increased. Being in the nature of committed payments they can 
neither be avoided nor postponed. Thus the biggest drawback of public debt is 
the heavy interest payments which leave little room for government to spend on 
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development of the country. We have examined here the interest profile in 
India, attempting to explain the impact of interest payments on the economy, 
Sustainability of the fiscal stance is a long term problem and concerns 
the way in which budgetary viability may get eroded over time due to fmancing 
of government expenditure through borrowing. Fiscal deficit represents the 
scale of such financing and accumulation of public debt over the years. 
From the accounting view point economists emphasise public debt does 
not constitute any net liability on the economy as a whole, since financial 
assets held by the rest of the economy exactly offset government debt. By the 
same logic, however large may the interest payment on public debt be, they are 
nothing but transfers and do not constitute any net diminution in the 
community's command over goods and services available for consumption or 
investment. However the size of the public debt and more so the interest 
liability thereon is worrisome on account of several factors. 
One reason is that when interest payments are very large, transfer to 
holders of government securities from the rest of the community can have an 
adverse impact on income distribution. Second, given the rates and structure of 
taxes, large interest payments imply a higher ratio of private disposable income 
to gross domestic product. This can seriously distort the pattern of domestic 
absorption, as private consumption tends to rise at the expense of capital 
accumulation and provision of public goods and services. The distortionary 
impact on the economy's use of available goods and services is also likely to be 
strengthened by operation of the wealth effect (on household consumption), 
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since holders of government securities generally regard them as part of their 
assets. Table 6.3 shows the relationship between public debt and GDP. 
Centre's debt at the beginning of planning i.e. 1950-51 was only about 
28 percent of GDP. Over time there was a steady increase in centre's debt and 
during the last two decades or so it has been around 50 percent to 55 percent 
of GDP . Table 6.3 give us data on centre's debt over the period 1990-91 to 
2006-07 (B.E.). An enormous expansion in public debt has taken place , from 
Rs. 3,14,558 crores in 1990-91 to 19,68,062 crores in 2006 -07 (B.E.). 
However, it is not the absolute amount of debt that is a cause of concern and 
worry. What is important is the amount of debt relative to GDP. Since GDP has 
also grown during this period from Rs. 5,69,624 crores (market prices) in 1990 
-91 to Rs. 41,45,810 crores in 2006-07 (B.E.). A corresponding growth in the 
absolute amount of debt will not alter the debt GDP ratio significantly and it 
will remain unchanged. However, if the revised estimates of 2005-06 are to be 
taken , there is actually a reduction of debt GDP ratio to 49.6 percent. This 
continues next year also in the budgetary estimates data for 2006-07 the debt 
GDP ratio reaching 47 percent of GDP. It is only when debt grows faster than 
GDP that it becomes a cause for concern. A rising debt GDP ratio gives rise to 
growing interest payments relative to GDP. 
External debt as a ratio to GDP at current market prices declined almost 
steadily from 5.53 percent in 1990-91 to 1.85 percent in 2006-07 (B.E.). The 
ratio of internal debt to GDP was 49.6 percent in 1990-91 which rose to 53.9 
percent in 2002-03. By the end of 2006-07 (B.E.), it was 45.6 percent. But total 
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public debt as a ratio of GDP declined during the period from 55.2 percent in 
1990-91 to 47.4 percent in 2006-07 (B.E.) 
Table 6.3 
Table - Public Debt as percentage of GDP 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 
(RE) 
2006-07 
(B.E) 
G D P at 
market 
price 
569624 
654729 
752591 
865805 
1015764 
1191813 
1378617 
1527158 
1751199 
1952035 
2)02314 
2278952 
2454561 
2754621 
3149412 
3580344 
4145810 
Internal 
debt (a) 
283,033 
317,714 
359,654 
430,623 
487,682 
554,984 
621,438 
722,962 
834,551 
933,000 
1,047,976 
1,196,245 
1,323,704 
1,457,583 
1,603,785 
1,708,885 
1,891,346 
External 
debt(b) 
31525 
36948 
42269 
47345 
50928 
51249 
54238 
55332 
57254 
58437 
65945 
71546 
59612 
46124 
60878 
68392 
76716 
Total 
Public 
debt 
(a+b) 
314,558 
354,662 
401,923 
477,968 
538,610 
606,233 
675,676 
778,294 
891,805 
991,437 
111,3921 
1267791 
1383316 
1503707 
1664663 
1777277 
1968062 
Internal 
debt as 
percentage 
G D P 
49.687 
48.526 
47.788 
49.736 
48.011 
46.566 
45.076 
47.340 
47.655 
47.796 
49.848 
52.491 
53.928 
52.914 
50.923 
47.729 
45.620 
External 
debt as 
percentage 
G D P 
5.53 
5.64 
5.61 
5.46 
5.01 
4.30 
3.93 
3.62 
3.26 
2.99 
3.13 
3.13 
2.42 
1.67 
1.93 
1.91 
1.85 
Total debt 
as 
percentage 
of GDP 
55.22 
54.169 
53.405 
55.20 
53.025 
50.866 
49.011 
50.96 
50.925 
50.789 
52.985 
55.630 
56.356 
54.588 
52.856 
49.639 
47.471 
Source: Economic survey (2007-08) Ministry of Finance, Govt, of India 
Indian Public Finance Statistics, Ministry of Finance, Govt, of India (Various Issues) 
The adverse consequences of large public debt mentioned above, can be 
avoided through appropriate tax transfer schemes. However, these schemes 
themselves cause substantial distortion and misallocation of resources. Indeed, 
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with or without public debt, limited ability of the treasury to raise revenue 
without producing large distortion very often makes the government face a 
Hobson's choice: either it refrains from implementing some urgently required 
welfare enhancing schemes, or it is forced to borrow in order to finance the 
programmes. 
Herein arises the question of sustainability. Given the proportion of 
GDP the government can collect by way of taxes, it can recourse to borrowing 
for meeting part of public consumption expenditure as also for interest 
payments on growing public debt. 
For any given tax-GDP ratio, financing part of public consumption 
expenditure through borrowing is sustainable so long as the interest rate on 
government borrowing is less than the GDP growth rate. When this condition is 
satisfied, public debt, revenue deficit and interest payments rise over time, but 
their values as ratio of gross domestic product stabilize in the long run, and do 
not go on increasing indefinitely. 
Lowering of tax rates or enhancement of debt financed government 
consumption raises the long run values of the debt-GDP and other ratios, but do 
not alter the sustainability result. 
One need not worry about the government's inability to provide some 
essential public services on account of a high ratio of interest payments to tax 
collections, associated with large public debt. In this scenario not only are 
interest payments made through borrowing without any cutback in public 
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consumption, but the problem of government's "inability" to incur such 
expenditure without raising taxes does not arise so long as the sustainability 
condition holds. 
The revenue and expenditure trend has been to render unmanageable 
size of the fiscal deficit. It is notable that the beginning of the deficit issue was 
in the early 1980s. Till then the revenue account had been in surplus with non 
plan revenue receipts exceeding non plan revenue expenditure. This had 
enabled partial financing of capital expenditure from the revenue account. 
From early eighties, the revenue account surplus turned into deficit, but 
the non-plan account within the revenue account remained in surplus. This 
meant that the non-plan revenue surplus financed the plan revenue deficit. In 
the 1990s, both the plan and non plan components of the revenue account went 
into deficit. Today it is not only the centre, but important states are also 
habitually presenting budgets with a revenue deficit. Thus, both the centre and 
the states are running into revenue deficit. There is no indication that this 
policy will be corrected in the near future. Hence there is a rapid build up of the 
consolidated fiscal deficit of central government. In turn, the deficit problem 
has resulted in a quick growth in the size of the public debt. The government 
internal debt and external liabilities comprised over half GDP. This is a high 
figure whose servicing has become difficult in as much as the interest burden 
of the Central government comprises half of its total revenue. The RBI has 
indicated that there are likely to be steep jumps in future payments that would 
have to be made through increased borrowings. 
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Interest payments which contributed most to the fiscal imbalance have 
continued to rise. According to Raja J. Chelliah, "The net interest payments by 
the government can be reduced by bringing down the gross interest payments 
or by increasing the income from the government's investments. It does not 
seem feasible to increase the latter. It is, therefore, necessary to find ways of 
reducing the gross interest payments by the government" .^ 
The most important item of non plan expenditure i.e. interest payments 
increased during the post reform period. Even after ten years of the 
introduction of fiscal stabilization measures, interest payments are posing a 
threat to fiscal stability. 
Interest payments are committed liabilities of the government, an 
increase of which may force reduction in primary expenditures, that is 
expenditures after excluding interest payments. Interest payments rise both on 
account of rise in debt as well as rise in interest rate. Interest rates may rise due 
to large government borrowings 
The persistent and high deficits seriously impair the counter cyclical 
ability of fiscal policy, lead to unsustainable debt build up and adversely affect 
the composition of expenditure through larger interest outgo. The interest as 
proportion of GDP did not show much variation in the financial years because 
as the interest payment rises GDP at market price also rises. Thus, declining 
trends as proportion of GDP were partly on account of the softening of interest 
rates which resulted in progressive reduction in the average cost of borrowing 
and slower growth of debt. 
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Table 6.4 shows, as a proportion of GDP, interest payment was 3.7 
percent in 1990-91 which rose to a high level of 4.8 percent in 2002-03. 
Interest as proportion of GDP varied between 4 to5 percent in almost all the 
financial years under consideration. But from 2003-04 it started declining due 
to the FRBM Act and reached 3.3 percent in 2006-07(B.E) 
Table 6.4 
Interest as percentage of GDP 
(Rs. In Crores) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
Interest Payment 
21498.25 
26595.63 
31075.47 
36740.55 
44060.01 
50045.03 
59478.41 
65637.27 
77882.30 
90249.32 
99314.21 
107460.24 
117803.67 
124087.82 
126933.67 
130031.86 
139822.60 
GDP at Market Price 
569624 
654729 
752591 
865805 
1015764 
1191813 
1378617 
1527158 
1751199 
1952035 
2102314 
2278952 
2454561 
2754621 
3149412 
3580344 
4145810 
Interest as % of 
GDP 
3.77411 
4.06208 
4.12913 
4.24351 
4.33762 
4.19907 
4.31435 
4.298 
4.44737 
4.62335 
4.72404 
4.71534 
4.79938 
4.50471 
4.03039 
3.63183 
3.37262 
Source: Economic survey (2007-08), Ministry of Finance, Govt, of India 
Indian Public Finance Statistics, Ministry of Finance, Govt, of India (Various Issues) 
Revenue Receipts of the center consist of two parts i.e. Tax revenue and 
non-tax -revenue. The central government has four major taxes; personal 
income tax, corporate income tax, union excise duties and custom duties. The 
personal income tax and corporate income tax are classified as direct taxes. The 
indirect taxes are the union excise duties, custom duties and the service tax. In 
recent times, the service tax is also emerging as an important source of 
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revenue. According to D.K Srivastava the performance of the central taxes was 
quite significant in the nineties. This was the period when significant changes 
occurred with respect to the buoyancy of direct and indirect central taxes. 
Table 6.5 shows that the total revenue receipts have increased from Rs. 
54,995.42 crore in 1990-91 to Rs. 4,03,168.56 crore in 2006-07 (B.E). Interest 
as proportion of revenue receipts was 39 percent in 1990-91 which gradually 
rose to 52 percent in 1998-99 and subsequently to 53.3 percent in 2001-02. 
Interest as a proportion of revenue receipts declined from 2002-03 due to the 
enactment of FRBM Act and reached the level of 41.6 percent in 2004-05 and 
34.6 percent in 2006-07 (B.E) respectively. 
Table 6.5 
Interest as percentage of Revenue Receipts 
(Rs Crores) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
Source: In 
Interest 
Payment 
21498.25 
26595.93 
31075.47 
36740.55 
44060.01 
50045.03 
59478.41 
65637.27 
77882.38 
90249.32 
99314.21 
107460.24 
117803.67 
124087.82 
126933.67 
130031.86 
139822.60 
iian Public 
Tax 
Revenue 
(a) 
43041.70 
50164.37 
54114.31 
53502.21 
67454.43 
81938.83 
93731.08 
95672.49 
104652.24 
128271.17 
136658.56 
133661.72 
159424.59 
186981.84 
224798.24 
274139.00 
327205.00 
^iance Stalls 
Non-tax 
revenue 
(b) 
11948.27 
15865.50 
20001.36 
22281.69 
23862.50 
28044.54 
32455.62 
37875.22 
44788.92 
53001.58 
56083.07 
67950.65 
72788.67 
77801.16 
79894.17 
75438.40 
75963.56 
tics, Ministi 
Self 
Balancing 
item(c) 
5.45 
0.00 
1.65 
0.35 
0.96 
0.04 
0.04 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
yofFinanc< 
Total Revenue 
Receipts 
(a+b+c) 
54995.42 
66029.87 
74117.32 
75784.25 
91317.89 
109983.41 
126156.74 
133547.71 
149441.16 
181272.75 
192741.63 
201612.37 
232213.26 
264783.00 
304692.41 
349577.40 
403168.56 
i,Govt. of India 
Interest as % of 
total revenue 
Receipts 
39.090982 
40.27818 
41.927406 
48.480456 
48.249045 
45.502344 
47.146439 
49.14893 
52.115749 
49.786479 
51.527119 
53.30042 
50.73081 
46.86397 
41.65961 
37.19687 
34.68093 
(Various issues) 
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Revenue expenditure is expenditure incurred for purposes other than 
creation of assets of the central Government. Revenue deficit is the difference 
between revenue expenditure and receipts. Revenue deficits indicate the excess 
of current expenditure over revenues. Table 6.6 shows the total revenue 
expenditure of central government was Rs. 73556.78 crore in 1990-91 which 
further increased to Rs. 3,83.030.66 crore in 2004-05. 
The non sustainability of fiscal expansion is demonstrated by the 
sustained increase in interest payments. Interest payments now constitute the 
largest component of expenditure of the Central government. 
In 2004-05 it was around 33 percent of the total revenue expenditure as 
against around 29 percent in 1990-91. There has been a steady increase in 
interest payments. With one third of the expenditure being incurred on interest 
payments, only two thirds of the expenditure constituted development 
expenditure. 
Table 6.6- Interest as percentage of Revenue Expenditure 
(Rs Crores) 
Years 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
Source: Ind 
Interest 
Payment 
21498.25 
26595.63 
31075.47 
36740.55 
44060.01 
50045.03 
59478.41 
65637.27 
77882.38 
90249.32 
99314.21 
107460.24 
117803.67 
124087.82 
126933.67 
130031.86 
139822.60 
ian Public 
Non-
Development 
al 
Expenditure 
(a) 
43614.83 
49754.40 
56842.62 
69171.29 
79934.11 
92017.54 
1055)5.38 
122049.80 
148850.37 
171709,96 
185667.37 
199669.09 
223973.94 
232678.96 
245917.69 
259081.10 
272013.95 
Mnance statist 
Development 
al 
Expenditure( 
b) 
26542,55 
29089.94 
31994.24 
35294.30 
40710.36 
42410.70 
47958.31 
54849.96 
64178.61 
73372.02 
80729.27 
89214.79 
105372.66 
119363.30 
124996.11 
157168.80 
186437.46 
ics, Ministry 
Self 
Balancing 
items (c) 
5.45 
0.00 
1.65 
0.35 
0.96 
0.04 
0.04 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
of Finance, 
Statutory 
Grants to 
states (d) 
3393.95 
3446.46 
3853.34 
4033.89 
1701.27 
5286.67 
5337.01 
3096.77 
3388.43 
3787.36 
11578.85 
12890.88 
10746.06 
11002.56 
12116.56 
25148.66 
29444.00 
Govt, of Indi 
Total 
Revenue 
Expenditure 
(a+b+c+d) 
73556.78 
82290.8 
92691.85 
108499.83 
122346.7 
139714.95 
158810.74 
179996.53 
216417.41 
248869.34 
277975.49 
301774.76 
340092.66 
363044.82 
383030.66 
441398.56 
487895.41 
a (Various Iss 
Interest as % of 
total Revenues 
Expenditure 
29.226742 
32.319081 
33.525569 
33.862311 
36.012422 
35.819381 
37.452385 
36.465853 
35.987114 
36.26373 
35.72768 
35.60941 
34.6387 
34.17975 
33.1393 
29.45906 
28.63831 
ues) 
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The Fiscal Responsibility and Budget Management Act (FRBMA) 
stipulates that public expenditure must be reoriented for the creation of 
productive assets. Further it attaches high priority to the development and 
expansion of social and community services like education, health, family 
welfare, scientific and research services etc. and physical infra-structure like 
roads, highways, ports power, railways, water supply, sewage treatment and 
sanitation through higher public investment even as the role of private sector is 
expanded. Expenditures are also classified into the broad categories of 
developmental and non- development expenditure. Table 6.7 shows that non-
development expenditure in India has been rather high. An important factor on 
that has contributed to this is the huge interest payments on public debt that 
have been made by the government. As table 6.6 shows interest payment as 
percentage of revenue expenditure (developmental and non developmental) 
has been more than 33 percent for most of the years show in the table. 
Although it reduced subsequent to the passage of the FRBM Act, standing at 
29.46 percent ( R.E.) and 28.66 percent (B.E) in the years, 2005-2006 and 
2006-07, respectively, it was still rather high. In a developing country where 
infrastructure (economic and social) is not well developed, government's 
responsibility for its provision increases. With high interest payments which 
are in the nature of committed expenditures, it is not possible for the 
government to spend the requisite amount on economic and social overheads. 
Thus development expenditure is the first casualty under such circumstances. 
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All the funds borrowed by government need not be and are not actually, 
deployed in investments, physical or financial. But the portion so deployed, 
particularly that made in financial investments, does yield returns. The centre's 
debt mounted and its gross interest obligations increased correspondingly. Its 
recoveries declined, which resulted in a greater burden on the general budget. 
The increase in the central government's receipts as well as in its tax receipts 
has been far below the increase in its gross interest obligations. 
By targeting the fiscal deficit, government have sought to focus attention 
on containing public borrowing regardless of not only whether it takes the form 
of borrowing from households, or from banks or from the RBI but also what 
the funds raised in public borrowing could have been used for by the 
government. Strictly speaking when the proponents of the concept speak of the 
fiscal, no distinction is drawn between covering the fiscal deficit through 
external public borrowing and through internal public borrowing. We shall, 
however, assume for our purpose that the fiscal deficit, whatever be its 
magnitude, is covered through internal public borrowing. To emphasize 
reduction in public borrowing in order to reduce the fiscal deficit amounts to 
shifting the accent of fiscal policy from the mobilisation of current revenue 
receipts and the productive deployment of government expenditure. One cannot 
rule out the possibility that a stage may arrive when blanket reduction in 
government spending may be called for. 
Government has no other option except to effect reduction in the 
existing stock of debt. Since it is not possible to create a surplus in the account 
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of balance of payments for reducing external debt, debt reduction has be 
confined to internal debt. The resources for this purpose can be raised by 
disinvesting in public sector enterprises and selling a part of vast real estates 
that the government owns in the country. 
Table 6.7- Ratio of Developmental Expenditure to Non-Developmental 
Expenditure 
(Rs Corores) 
Year 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 (R.E) 
2006-07 (B.E) 
Source: Indian Pu 
Development 
al 
Expenditure 
(a) 
26542.55 
29089.94 
31994.24 
35294.30 
40710.36 
42410.70 
47958.31 
54849.96 
64178.61 
73372.02 
80729.27 
89214.79 
105372.66 
119363.30 
124996.11 
157168.80 
186437.46 
)lic Fianc^ Statistic 
Non-
Developmental 
Expenditure (b) 
43614.83 
49754.40 
56842.62 
69171.29 
79934.11 
92017.54 
105515.38 
122049.80 
148850.37 
171709.96 
185667.37 
199669.09 
223973.94 
232678.96 
245917.69 
259081.10 
272013.95 
s, Ministry of Finan 
Total Expenditure 
(a+b) 
70157.38 
78844.34 
88836.86 
104465.59 
120644.47 
134428.24 
153473.69 
176899.76 
213028.98 
245081.98 
266396.64 
288883.08 
329346.6 
352042.26 
370913.8 
416249.9 
458451.41 
ce, Govt, of India (Vari 
Ratio of 
Developmental 
Expenditure to 
Non -Development 
Expenditure (in %) 
60.85 
58.46 
56.28 
51.02 
50.92 
46.08 
45.45 
44.94 
43.11 
42.73 
43.48 
44.68 
47.04 
51.29 
50.82 
60.66 
68.53 
ous Issues) 
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CHapter-Z 
SUMMARY AND CONCLUSIONS 
H 
Summary and Conclusions 
The present summary proceeds chapter wise, and being a summary does 
not trace out the full extent of argument. Only the gist of the findings, 
conclusions and suggestions, as the case may be, is laid down. The basic theme 
of this thesis is to analyse the role of public debt (internal and external) in 
India's economic development. The study contains public debt of central 
government of India. The debt of states and local authorities are not included 
in this study. The focus is on interest payments, the largest single item in 
revenue expenditure of the government. 
Historical Background of Public Debt 
The burden controversy is one of the oldest subjects of academic 
discussion. Whether public debt is a net economic burden has been a subject of 
great debate since the days of mercantalists. The early classical economists 
opposed public debt creation on the ground that the government spending is 
wasteful and does not provide any benefit to the community. The classical 
theory of public debt came to be formulated in the last decades of the 
nineteenth century. H.C. Adams, C. F. Bastable, who may be taken to be the 
best representatives of the classical theory of public debt, refuted the idea that 
the burden of public debt cannot be shifted on to the future generation. C.F 
Bastable clearly stated that by creation of debt rather than by taxing, the burden 
is carried forward in time and that analogy between private debt and public 
debt is quite right and there is no significant difference between internal public 
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debt and external public debt. In both cases, burden of debt can be shifted on 
the future generation. 
The modem theory of public debt on "the new orthodoxy" as Buchanan 
puts it, is an off shoot of the economic of depression or the Keynesian 
economics. The economic anomaly created by Great Depression of 1930's 
gave way to the development of the new theory of public debt. According to 
J.M. Buchanan, the modem theory of public debt is based on three 
propositions :-
1. The creation of public debt does not transfer the primary real burden to 
future generation. 
2. The analogy between private debt and public debt is fallacious. 
3. There is sharp and important distinction between an internal and 
extemal debt. 
Theory of Public Debt 
In recent years there has been an abnormal expansion in the functions of 
the govemment and this has increased its revenue and capital expenditures 
Modem wars and growth of defence expenditure have also led to increase in 
public expenditure. In fact, increased public expenditure has been responsible 
for vast increase in public debt every where. The main reason to justify the 
growth of public debt are war finance, Development finance, Financing current 
expenditure and Government market power. 
Developing countries have very limited scope so they try to tap domestic 
savings through the sale of bonds in the domestic market. Only few developing 
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countries have managed to finance a large proportion of their expenditure 
through increase in domestic debt because of the following reasons-
(a) Small size of the domestic capital market and limited role of financial 
intermediaries. 
(b) The interest rate policies often pursued by these countries have 
constrained the free market determination of the rates, sometimes 
resulting in negative real rates of return and, therefore, lack 
attractiveness for domestic financial investments. 
(c) The desire to limit the crowding out of the private sector from an 
already small financial market. 
(d) The high default and political risk perceived by potential bond buyers. 
In developing countries, foreign financing acquires an important place. 
Foreign financing can come through grants, concessionary loans, project loans, 
supplier's credit and commercial borrowing. 
The important sources of internal public debt are borrowing from 
individuals, borrowing from non-banking financial institutions, borrowing from 
commercial banks and borrowing from central bank. It may be noted that the 
borrowing from individuals and financial institutions is simply transfer of funds 
from private to government use and therefore, will not be expansionary in its 
effect on the economy. Borrowing from commercial banking system and the 
central bank will have an expansionary effect. 
Borrowing from external sources includes international financial 
institutions like the I.M.F, IBRD and its affiliates, the I.D.A and I.F.C and 
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government assistance generally to assist specific developmental projects. In an 
expansionary economy when borrowing from internal sources does not serve 
the purpose, the government borrows from external sources. 
In a developing country like India, it is difficult to stimulate the growth 
of the economy with stability. It is difficult to consider any single factor as the 
prime mover in the process of economic development. Fiscal policy in a 
developing economy is concerned with government's taxing, borrowing and 
spending policies to achieve rapid economic development with reasonable 
monetary stability. It has to serve both the objective of capital accumulation 
and maintenance of stability. In a developing economy taxation should go 
beyond financing normal expenditure and supply a considerable amount of 
funds for investment in development projects. It is, however, difficult to 
determine the relative share of taxation and borrowing in financing economic 
development. 
Significant changes have taken place in the financing pattern of deficits 
in India since 1980's. Government deficits have ijicreased considerably. The 
major part of deficits was financed by government's domestic borrowing and 
resultant increase in public debt. The fiscal deficit of the centre, initially 
declined from 6.6 percent of GDP in 1990-91 to 4.1 percent in 1996-97. It 
started rising from 1997-98 and reached a level of 6.2 percent of GDP in 2001-
02. After that, there was a fall in centre's fiscal deficits relative to GDP, when 
the FRBMA rule was enacted in 2003 which reduced fiscal deficit to 3.4 
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percent in 2006-07. The total public debt increased from Rs.3,14,558 crore in 
1990-91 to Rs. 19,68,062 crore in 2006-07 (B.E) 
Growth and Composition of Internal Public Debt 
Internal debt comprises loans raised in the open market, special 
securities issued to Reserve Bank, compensation and other bonds etc. It also 
includes borrowings through treasury bills including 14 days treasury bills 
issued to state government, commercial banks and other parties, as well as non-
negotiable, non-interest bearing rupee securities issued to international 
financial institutions viz; The International Monetary Fund, International Bank 
for Reconstruction and Development, International Development Association, 
International Fund for Agriculture Development and Asian Development Bank. 
Government of India launched Market Stabilisation Scheme (MSS) in 
consultation with Reserve Bank of India on April, 2004.Market loans are raised 
in he open market by the sale of securities. It was estimated at Rs. 1,84,100.96 
crore in 1996-97 which increased to Rs. 9,84,645.35 crore in 2006-07 (B.E) 
The amount of treasury bills increased from Rs. 6,953.30 crore in 1990-
91 to Rs.35,402.23 crore in 2006-07(B.E). The amount of national small 
savings fund increased from Rs. 50,100.18 crore in 1990-91 to Rs. 3,29,759.50 
crore in 2004-05. The amount of state provident fund increased from 
Rs.10,156.97 crore in 1990-91 to Rs.72,217.01 crore in 2006-07 (B.E). The 
amount of public provident fund was estimated at Rs. 2,798.68 crore in 1990-
9! which increased to Rs 11,824.89 crore in 1995-96. 
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Debt financing is viable so long as debt servicing, repayment of debt 
with interest payment does not distort fiscal balance and the debt- GDP ratio 
does not move to a self-sustained growth path, ie; growing on its own 
momentum. The burden of debt servicing depends not only on the amount of 
debt and interest but also on maturity and mode of interest payment. The 
burden is relatively higher on shorter maturing of debt. 
Interest payment is a committed expenditure, which cannot be altered in 
the budget. Interest payment is a non-plan current expenditure which should be 
paid out of government's current revenue. More than one-fifth of government 
of India tax-revenue now is spent on interest payment on past debt and less 
than four-fifth is available for all non-plan expenditure-defence, civilian 
administration; subsidy, etc. What is worse is that as interest burden increases 
the government is forced to resort to deficit financing in current account, which 
in turn raises the debt and fiiture interest payment. 
So, internal public debt is now rising much faster than GDP, and the 
bulk of public debt in India is incurred by government of India fi"om domestic 
privaite sector. A better step would be to raise tax-GDP ratio which has been 
relatively stagnant during the last decade against a rising pubic expenditure-
GDP ratio. The interest on public debt of government of India, which has risen 
in the recent years would also be reduced. Finally a curb on growth of non-
productive public expenditure is necessary to contain debt- GDP ratio with in a 
critical level. 
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External Debt in India 
A developing country like India needs foreign aid in the early stages of 
economic development to sustain a high level of investment, purchase capital 
equipment and machinery from abroad, and to cover balance of payment gap. 
External debt is usually raised in foreign currency and a substantial part of it is 
also repayable in foreign currency. The government of India has raised foreign 
loans from a number of countries like USA, U.K, France, USSR, West 
Germany, Japan etc. and international institutions like IMF, IBRD, IDA, ADB, 
IFAD etc. 
The external debt increased from Rs.31525 crore in 1990-91 to 
Rs.71546 crore 2001-02. The burden of external debt increased tremendously 
during this period. The burden of external debt should not be considered only 
by taking into account the interest burden charges. Much depends on how the 
funds mobilised through external debt are used. If external debt is wasted on 
unproductive activities, it becomes a dead weight debt. On the other hand, if 
the resources raised by the government through borrowings are spent on 
developmental activities, they raise the productive capacity of the country, and 
thus are not burdensome. In India, a considerable amount of external loans has 
been used for general and maintenance imports. As a result, our productive 
capacity has not increased as much as was possible with the appropriate 
utilisation of external resources. The burden of servicing has become quite 
heavy, and at times one feels that it would have been better had the country not 
gone for foreign loans. 
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The problem of amortisation and payment of interest is compounded by 
the fact that the developing countries are still in the midst of the developmental 
process. The ability of the economy to proceed with the developmental effort is 
diluted when a large part of the government revenue is devoted to external 
public debt servicing.Debt service is a charge on the meagre export earnings 
devoting a sizeable fraction of the scarce foreign exchange earnings to debt 
servicing. This implies a diversion of such resources for purposes other than 
imports of equipments, goods and the building up of foreign exchange reserves. 
Our study shows burden of external debt with respect to interest payment. So, 
interest payment have to be made on external debt which India borrowed from 
different countries and international agencies like IBRD, IDA, IF AD, ADB etc. 
The interest payment given by the government of India to IBRD was 
Rs.1,022.7 crores in 1990-91 which subsequently increased to Rs. 2,124.19 
crore in 1995-96. The interest given to IDA was Rs. 174.99 crores in 1990-91, 
which increased to Rs. 866.43 crore in 2004-05. The interest payment paid to 
ADB was Rs. 14.91 crore in 1990-91 which subsequently increased to 
Rs.830.18 crore in 2002-03. Presently the government has no other option 
except to effect reduction in the existing stock of debt. 
Role of Public Debt in Development Finance 
In a developing country like India, it is difficult to stimulate the growth 
of the economy with stability. It is difficult to consider any single factor as a 
prime mover in the process of economic development. There are other 
liabilities upon the government of India, which have contributed in financing 
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the development plans, such as contribution of public in small savings 
schemes, provident funds, reserve funds and deposits. The amount under these 
heads in utilised for financing development expenditure. These are to be repaid 
by the government of India. They increased from Rs. 1,29,029 crore in 1990-91 
to Rs.2,47,115 crore in 1995-96. These liabilities were estimated at Rs.657572 
crore in 2004-05 which further increased to Rs.8,74,815 crores in 2006-07 
(B.E). The total liabilities of government of India increased from Rs. 4,43,587 
crore in 1990-91 to Rs.28,42,877 crore in 2006-07 (B.E). 
The resources raised through borrowings are directed for development 
and creation of assets of various services which are useful for the economic and 
social development of the country. These are -
(a) General services 
(b) Social and community services 
(c) Economic services 
(d) Loans advanced by the Central government. 
The investment expenditure on general services increased from Rs.31,022.66 
crore in 1990-91 to Rs. 2,81,420.26 crore in 2006-07 (B.E) whereas the 
investment expenditure on social services estimated at Rs.3,749.24 crore in 
1990-91 subsequently increased to Rs.l 1,753.77 crore in 2006-07 (B.E). The 
expenditure on economic services was Rs. 2,72,552.81 crore for 2004-05 Rs. 
3,11,609.24 crore in 2006-07 (B.E) respectively. The amount of loans 
advanced by the central government for investment expenditure on Public 
sector enterprises, foreign governments, government servants taken together 
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increased from Rs. 1,14,724.66 crore in 1990-91 to Rs.7,02,068.83 crore in 
2006-07(B.E). 
So, public debt plays an important role in development finance of India. 
If borrowings are used for investment expenditure and for creation of assets, 
this sort of expenditure is developmental in nature. The burden of public debt 
cannot have adverse effects upon the economy but will have positive effects. 
Interest payments which contributed most to the fiscal imbalance have 
continued to rise. According to Raja J. Chelliah, "the net interest payments by 
the government can be reduced by bringing down the gross interest payments 
or by increasing the income from the government's investment. It does not 
seem feasible to increase the latter. It is therefore, necessary to find ways of 
reducing the gross interest payments by the government." The interest 
payments on external borrowings of the central government rose fi^om 
Rs.21498.25 crore in 1990-91 to Rs. 139822.60 crore in 2006-07 (B.E). 
Interest payments are committed liabilities of the government, an 
increase of which may force reduction in primary expenditures, that is 
expenditure after excluding interest payments. Interest payments rise both on 
account of rise in debt as well as rise in interest rate. Interest rate may rise due 
to large government borrowings. 
Centre's debt at the beginning of planning i.e. 1950-51 was only about 
28 percent of GDP. In those days Central government was the primary 
borrower. Over time, Centre's debt increased steadily especially during the last 
two decades or so and was around 50 to 55 percent of GDP. The debt GDP 
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ratio was lowest i.e. 49 percent in 1996-97 which subsequently increased to 
56.3 percent in 2002-03. But when the FRBM rule was enacted in 2003, debt-
GDP ratio came down to 47.4 percent in 2006-07 (B.E). If GDP itself grows, a 
corresponding growth in the amount of debt will leave the debt-GDP ratio 
unchanged. If debt grows faster than GDP then it becomes a cause for concern. 
A rising debt GDP ratio gives rise to growing interest payments relative to 
GDP. 
It we analyse interest as percentage of GDP, it was highest at 4.8 percent 
in 2002-03. It was around 4 to 5 percent in all the financial years under 
consideration because as interest payment increased, GDP at market prices also 
went up, leaving the ratios almost unchanged. Interest as percentage of revenue 
receipts was 39 percent in 1990-91 which subsequently increased to 53.3 
percent in 2001-02, with more than half of revenue receipts being utilised for 
interest payments. A relatively smaller amount was available to meet all other 
revenue expenditure including development expenditure. Non- development 
expenditure in India was high over the years. An important factor that 
contributed to this was the huge interest payments on public debts which were 
made by the government. 
As percentage of revenue expenditure (development and non-
developmental) interest payments accounted for more than 33 percent for most 
of the years. Although it reduced subsequently due to the passage of FRBM 
Act standing at 28.6 percent in 2006-07 (B.E), it was still rather high. Thus we 
conclude that government expenditure increased due to increased liabilities of 
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the government. This was financed either by tax or by public debt. Government 
borrowing for developmental expenditure is not a burden but if borrowing is 
for non-developmental expenditure then it is burdensome. As elaborated in this 
thesis, public debt is not burdensome if it is used for developmental projects. 
But government spending was more non- developmental primarily due to the 
huge interest payments. 
Suggestions 
A few important points may however be mentioned in the light of above 
conclusions, so as to make public debt more viable and effective 
1. When government incurs debt for meeting its current expenditure in this 
respect, each and every expenditure (developmental and non-
developmental) should be subjected to the criterion of cost and benefit. 
2. There is much scope for further cuts in non-developmental expenditure, 
especially with regard to emoluments and size of the bureaucracy and 
subsidies to public sector. 
3. Reduction of the interest burden through quick retirement of a part of 
the public debt. 
4. The share of interest payment must be brought down by keeping public 
debt with limits. 
5. The Central government should cut down the size of Ministries and 
Departments dealing with subjects which are mainly the responsibilities 
of the States. 
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6. It is difficult to prescribe a particular size of the public debt but it is 
possible to set up a monitoring unit with strong recommendatory powers 
for the containment of public debt. 
7. To cover deficits in budget from year to year greater use should be made 
of taxation as an instrument of fiscal policy to maximize revenue by 
expanding the tax base. 
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